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Editorial ‘Comment 


Canada’s national income rose from 
The National $7,500 million in 1942 to $8,800 million 
Income and the in 1943, according to a computation of 
Public Purse the Dominion Bureau of Statistics. 
Even allowing for the final realization 
of- full scale employment, which no doubt was attained 
during the past year, it is still evident that some part of 
the 18 per cent gain is accounted for by the artificial con- 
ditions of wartime business and a measure of price in- 
flation as well. The national income for statistical purposes 
comprises the money value of all goods produced and ser- 
vices rendered, and among these are the payments for war 
supplies and for service in the armed forces. Thus when 
a man who got perhaps $100 a month pay before the war 
becomes an army sergeant at a cost to the country of per- 
haps $200 a month, for maintenance, pay and dependents’ 
allowances, his annual value in statistical terms is doubled, 
but this is possible only through a scale of public spending 
which is out of proportion to the prices set in a competitive 
world. What is the right figure is another question; his 
value in the post-war world, whether it be socialistic or 
competitive, remains to be determined. 
“The advance in the national income has continued 
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sharply since the outbreak of hostilities’, continues the 
Bureau. “The increasing concentration upon war produc- 
tion was the main influence in the marked gain of the 
year. The importance of capital formation as a feature 
of economic activity has long been recognized. The produc- 
tion of munitions and war supplies has a somewhat similar 
generating influence on the whole economy. While the in- 
vestment money flow is normally far less than that arising 
from payment for consumption goods, the wider fluctua- 
tions of the former results in greater significance in pro- 
moting economic activity.” 

The admission of the “greater significance” of savings 
or investment, because of the economic activity arising 
from the creation of new capital goods, is unusual for these 
times, when so much propaganda urges thrift but so many 
obstacles are placed in its way. Interest rates on all forms 
of savings—government bonds, bank deposits, etc.—are 
drastically cut, the income tax discriminates against invest- 
ment income over $1,500, and succession duties encroach 
upon a beneficiary’s inheritance before it provides enough 
annual income for a living. 

An officer of the Finance Department estimates that 
between $6,000 million and $6,500 million is a definitely 
realizable objective for Canada after the war. This allows 
for some shrinkage from our inflated war level, but it still 
is far ahead of anything realized before the war, and there- 
fore assumes that at least some of the economic features 
of the war period will be maintained. Such a level, he 
points out, would enable the Dominion government to draw 
off between $1,500 million and $2,000 million in taxes, pro- 
viding adequately for the load of the war debt and an 
extensive social security and veterans’ rehabilitation pro- 
gram. That also would establish a new high record of 
governmental costs in peacetime, not only in dollars but 
also in relation to the income base. To make this possible, 
he further presupposes some constitutional readjustment 
between the Dominion and the provinces, to give the 
Dominion “more financial elbow-room”. That also is an 
open question, since the recommendations of the Royal 
Commission on Dominion-Provincial relations were turned 
down cold by certain provinces, and the surrender of in- 
come taxation by the provinces to the Dominion is of only 
wartime duration. 
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EDITORIALS 


In most estimates of the national income, the 
Interest limit of taxation, and the balances which may 
Rates be available for social security, rehabjlitation and 

reconstruction work, it is customary to assume 
that the interest rates on the war debt can be held down 
to the low levels now in force. About two years ago a 
Finance Department officer remarked “how easy it will 
be for us to carry a greatly increased war debt ... . today 
the annual interest charge on our funded debt is only 
about $175 million”. Up to the present the pronounce- 
ments in respect to low interest rates after the war were 
expressed more as hopes or possibilities than as definite 
plans, but last month the governor of the Bank of Canada, 
in announcing a reduction in the rediscount rate, coupled 
with it the following statements: “It therefore seems 
appropriate that the bank should, by reducing its rate, 
signify its intention to continue the kind of monetary policy 
which has brought about the current level of interest rates 
. ... The prospect of unstable interest rates could make 
it exceedingly difficult for business to formulate long term 
plans. Moreover, high borrowing costs would hamper new 
investment in plant, equipment and housing, would restrict 
the expansion of employment, and would seriously compli- 
cate the task of government financing.” 


When health insurance plans were men- 
The Taxation tioned in these pages last November, a 
of Workers draft bill had been circulated but hastily 
and Employers withdrawn, so that we were not at liber- 

ty to comment upon the details, but by 
this time it is no secret that the bill lays down a speci- 
men statute which a province is expected to adopt before 
it can share in the money. That particular feature has 
aroused a wave of provincial protest, since it lowers a 
province from the status of a sovereign to that of a sub- 
ordinate body. The residents of every province would 
pay in through Dominion taxation, but only those which 
conform to a rigid Dominion plan would share in the bene- 
fits. The plans at first provided for joint contributions— 
by employees, employers, and the state. The multiplica- 
tion of tax levies, and especially of payroll deductions, is 
a serious phase of life today, and one which is continually 
met by accountants and auditors. Employers find that 
their workers regard the net rather than the gross as 


MARcH 1944. 131 





THE CANADIAN CHARTERED ACCOUNTANT 


the amount of their pay, and that their approach to any 
bargaining is governed accordingly. Since the employer 
himself, through income and excess profits taxes, is usually 
unable to absorb any more cost, it will probably be passed 
on to the consumer. The point is, if health promotion must 
come out of the general tax levy in any event, why not 
put it there in the first place, and avoid all the laborious 
procedure of making assessments on the employers and 
the employees? 


Our January issue included a few remarks 
“Formulae” on the prevalence of formulae in current 
Again economic discussions, suggesting that the 

human being was in danger of becoming a 
laboratory specimen whose inevitable destiny would be 
to give up his life in the interests of planned economy and 
thereafter be filed, or perhaps bottled, as an exhibit. Such 
remarks may be viewed as either caustic or facetious, de- 
pending upon how seriously they are taken by the reader. 
The main intent of the editorial was to show how incongru- 
ous it was to be gravely discussing such microscopic methods 
—which surely assume a very intensive degree of govern- 
ment—while the entire country is still debating the funda- 
mental issue of whether we want to be individualists or 
socialists. One of our members feels that the editorial was 
perhaps over critical of certain authors; such was not tne 
intent in any way, apart from the relation of their work 
to the practical problems of today. At a time when the 
functions of parliament are virtually superseded by a de- 
luge of administrative rules, we are entitled to question 
the appropriateness of formulae which, being beyond the 
comprehension of the average member of parliament, could 
not be incorporated in parliamentary control and would, 
in consequence, still further alienate the administration from 
the people. The member scores one on us, however, when 
he adds: “Nor can I understand why, with your associations, 
you should be so frightened by the use of figures and sym- 
bols.” We blush (editorially) when we recall that, in our 
own February issue, there were two formulae. Our only 
defense is that one was part of a ruling issued by the 
income tax authorities themselves, while the other repre- 
sented an attempt on the part of one of our own members 
to show how the very complicated income tax rates could 
be fitted in to a rather complicated problem of business 
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MUST THE TAX PROBLEM BE ESSENTIALLY INTRICATE? 


Must The Tax Problem Be Essentially 
Intricate P 
By George Cowan 
Chartered Accountant 
Vancouver, British Columbia 


I WONDER sometimes, if, in the scheme of things, were 
we back again in the year 1939 in place of being in 
1944, and knowing we were going to have a war once more 
on our hands, the same designers of our present Excess 
Profits Tax Act would give us once more what has been 
given, or would they think up something new. Never has 
there been created such a poesy of theory—such a bottle- 
neck to effort as this one. It may surely be considered a 
work of supererogation of the first order; to have conceived 
so tortuous a course to arrive at what could have been de- 
termined by a simple percentage calculation. 

What was required was to leave the Income Tax Act as 
it stood with an amendment for inventory reserve provi- 
sion and to pass legislation in the form of an enabling act 
enlarging the powers to levy additional taxation up to the 
limit available, and as required, during the war period; 
and this to embody also any necessary increase in rates 
respecting all persons other than corporations. That would 
have been simple. 

The functioning of the Income War Tax Act was run- 
ning more or less smoothly. There were some kinks, and 
probably a few abuses, and probably also a ruling or two 
that required revision, but in the main the machinery of 
the act was well oiled and the gauges set at a safe level; 
taken altogether I suppose it may be said that the thousand 
or so workers, necessary to keep this machinery in motion, 
were doing a good job. 

Many Workers Tied Up 

I have no information to verify this latter statement 
regarding the employed number of workers—it is merely 
a guess—and my estimate of the present number of 5,000 
has no verification either, but these figures may be taken 
as an indication of the growth in the departmental admin- 
istrative staff. 

Were it to stop there, it would be bad enough, but added 
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to this is the additional labour made necessary to all imme- 
diately connected therewith, namely, professional account- 
ants and staffs, additions to business staffs, Boards of Ref- 
erees and staff, and all expenses incidental thereto. Taken 
all around, with staffs, etc. all over the Dominion still 
steadily climbing, the extra cost becomes enormous. 

And the question is—“Does the result warrant the 
cost?” 

The passing of legislation giving authority for increas- 
ing the rate to say 50% or 60% of the corporation’s taxable 
income, and to set proportionate rates on the other classes 
of business and personal incomes, would have simplified 
things so considerably that there would have been no neces- 
sity for huge staffs or burdensome detail. It is true that 
some increase in direct expense was probably to be ex- 
pected on the instituting of the pay-as-you-go plan, which 
in itself is a worthy enough scheme to warrant the addi- 
tional costs, for the benefits to the taxpayer are sufficient 
to outweigh any resultant increase in expenditure. 

Complications in Words 

Can any reader say there is such a parallel in similar 
extravagant language, for that is what it is, in the effective 
laws of our Russian or Chinese allies, as appears in the 
diction of our Excess Profits Tax Act, or the amendments 
to our Income War Tax Act as we previously knew it? All 
the provisions regarding capital employed, standard period, 
standard profits, appear to be so much verbiage when we 
look at the immediate need of obtaining effective war ma- 
terials and the money to buy such, and to keep our ships 
and troops rolling in the sea and in the air and on the land. 

The necessity of an inventory reserve provision to pro- 
tect our manufacturers and distributors from any sudden 
cessation of the flow of goods and thus to lowered values, 
appears to be an effective method to adopt, and it is logical, 
for the demand on production must always be greater than 
the destined delivery, especially in war effort, and for this 
reason, if for no other, the reserve principle is fundament- 
ally sound. But there are factors here also which make 
the decision to use it, one to be cautiously approached and 
carefully considered, as every auditor knows. 

The determination of standard profits, with the 714% 
added feature, and the arbitrary selection of an amount for 
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small businesses, is open of course to individual mathemat- 
ical inaccuracies, consequently the results may differ. 

The provision for small businesses may conceivably re- 
sult in a company with less capital at a given time, increas- 
ing its capital after 1939, receiving a greater standard than 
another company with a greater capital and a greater 
earned standard. The 714% arrangement has every ap- 
pearance of being purely theoretical, and what difference 
does it make if it is the company’s actual capital that is 
employed, or the department’s calculation, so long as the 
profit is realized. Either calculation does not change the 
result of the earned profits, and it is the profits that count. 


Adjustments to Standard Profits 

It is possible, further, under the discretionary provi- 
sions of section 4 (adjustments to standard profits) for a 
company to end up with a standard profit less than would 
have been allotted on the actual earned basis with the ex- 
clusion of one year under 50% of the average of the re- 
maining years, after the application of the 714% adjust- 
ment for increases in capital employed during the standard 
period. 

This can be illustrated as follows: 


Capital Employed 
January January January January 
1st 1936 1st 1937 1st 1938 1st 1939 


$ $ $ 
Net of assets and.... 
liabilities 9,983 15,783 21,983 - 
Increase 12,000 6,200 


21,983 21,983 


900 465 


Adjustment to Standard Profits with and without 
742% Adjustment Feature 


Taxable 714% Increase Adjusted 
Income Adjustment Income 
$ $ $ 
5,700 1,300 7,000 
900 
465 


Standard + 4 
No Adjustment 
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5,700 Out, being less 
than 50% of av- 
erage of remain- 
ing 3 yrs. 

7,400 7,400 

7,500 - 7,500 

23,000 -- 23,000 


37,900 
Standard — 3 12,633 


Where There is U.S. Control 


In determining the standard we may further have a 
Canadian company controlled abroad, say for instance by 
a United States corporation whose head office and sales 
organization have performed certain necessary functions 
of management in connection with the Canadian company, 
but for which no charge for services were allocated until 
after the close of the standard period; in this case standard 
profits having already been determined. 

The only provision, it appears, to come close to counter- 
acting this situation comes under section 15 (Reference to 
Treasury Board), but it would seem that where the charge 
is considered to be perfectly legitimate—probably delayed 
for some very good reason but nevertheless affording the 
Canadian company a higher effective standard—it would be 
difficult to make the wording of this section come close 
enough to be of assistance, such section reading “Where 
the Treasury Board is of the opinion that the main purpose 
for which any transaction was effected was the avoidance 
or reduction of liability to tax under this Act”; conse- 
quently the charge would no doubt be allowed in the 
taxation year, and the standard allowed without change. 


Personal Income Tax 

In the personal income tax brackets many obstacles 
occur, to what should ordinarily be a straight-forward 
calculation. Why should the tax department be harassed 
with the involved problems of whether medical expenses, 
etc. are a deduction from income, or whether life insur- 
ance, principal on mortgages, etc., are a deduction from the 
tax and included in the refundable portion. These are 
instances of the many ramifications by which the bemazed 
assessors are continually impeded. It is unnecessary, and 
to the average individual obscure; one could almost liken 
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it to an obstacle race in daily routine, so many are the 
entanglements. 


Administration therefore suffers, for when a staff is 
working under such laborious conditions, a great deal of 
their time is lost; to replace it more staff is necessary, and 
on it goes! 


The Present E.P. Tax 


When one criticizes from motives of well-being, there 
should be presented a plan to replace the one to be dislodged 
—a plan which will eliminate the abuses complained of, 
and which will not of itself be open to such abuses. But 
let us first consider the effect of the present Excess Profits 
Tax Act on various companies as pees in the illus- 
trations following. 

There are three companies in each of the following: 

Capital Profit Standard 
Sim- Red- Incr- Sim- Red- Incr- Sim- Red- Incr- 
ilar ucing easing ilar ucing easing ilar ucing easing 
First Example a: x x 
Second Eample x : x ‘ x 
Third Example x x x 


In the first example we have three companies each with 
similar capital employed and with similar profits, but due 
to one cause or another each has developed a different stan- 
dard which may have resulted through longer business 
life, periodic business changes, more efficient past direction, 
or choice of location, etc. 


In the second example we have three companies each 
with different capital employed shown on a reducing basis, 
with comparable profits and standards shown on an in- 
creasing basis, which may have resulted through a variety 
of causes chief of which might easily be the difference in 
commodities handled, war orders, etc. 


In the third example we have three companies each with 
different capital employed shown on an increasing basis, 
with comparable profits shown on a reducing basis but with 
the standard remaining similar, which again may have re- 
sulted through a variety of causes chief of which might 
easily be the difference in commodities handled, lack of 
supply, etc. 
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FIRST EXAMPLE 
Company 
1 


600,000 
90,000 


18% 16,200 


12% 10,800 
10% 9,000 


10,800 
Less refundable 
28,000 
— 9,000 
(+3) 19,000 
Net payable 
Present tax payable 
Net balance to company 


Tax at rate, say 50% 
Net balance to company 


Capital employed 
Profit 


18% 13,500 
12% 9,000 
10% 


Effective tax 


Less refundable 
— 7,500 
(+3) 10,000 
Net payable 


Present tax payable 
Net balance to company 


Tax at rate, say, 50% 
Net balance to company 


Company 
2 
$ 
600,000 
90,000 
40,000 


36,000 


50,000 
15,000 


35,000 


62,000 


22,500 
15,000 
12,500 
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$ 
1,000,000 
400,000 
500,000 
18% 180,000 
12% 120,000 
10% 100,000 5 160,000 


Effective tax 
70,000 
108,000 
72,000 160,000 


Less refundable 
350,000 70,000 
—100,000 —60,000 


(+3) 250,000 10,000 
Net payable 


Present tax payable 
Net balance to company 


Tax at rate, say, 50% 
Net balance to company 


Alternative Levies 


A summary of the foregoing three examples extending 
the suggested rate of 50% to show the effect of different 
percentages as it would affect the companies and the gov- 
ernment, appears hereunder. 


Present Tax on profits at suggested rates of 
Tax 50% 60% 


$ $ $ 
First Example 
Company 1 48,667 45,000 54,000 
Company 2 53,333 45,000 54,000 
Company 3 58,000 45,000 54,000 


160,000 135,000 162,000 


Second Example 

Company 1 36,667 
Company 2 52,000 
Company 3 67,333 


156,000 150,000 180,000 


Third Example 

Company 1 566,667 500,000 600,000 

Company 2 246,667 300,000 360,000 

Company 3 160,000 200,000 240,000 248,000 


973,33 1,000,000 1,200,000 1,240,000 
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It is noted that in the first example the three companies 
under the rates of our present income and excess profits 
tax acts contribute to the public purse $160,000 in total. 
These three companies had an individually similar profit 
of $90,000, yet each pays a different tax on profits earned 
in the same year, and on capital of a similar sum each. 
This appears to be incongruous, and is so, to the extent 
that the so-termed “standard profit” is not equal in each 
company. 

Is it not current profits we should be taxing, and not 
profits based on the experience of back years? 

Furthermore when the burden is spread evenly accord- 
ing to the current earnings, and all companies have been 
treated alike, it leaves business open to straight competi- 
tion with the knowledge that a higher or lower standard 
is not present to bear an influence upon the result. 

From the figures quoted immediately above it will be 
seen that the total taxes paid (for the nine companies 
listed) under the present tax rates, equal $1,289,334 for 
the combined companies, against which at the 50% rate 
the combined companies would pay $1,285,000, which is 
close enough considering the relative savings that could 
be effected through the cancellation of present excessive 
costs. The extension of a similar calculation, say to 500 
representative companies covering the Dominion, would 
facilitate the determination of the basic rate necessary ; or 
by some other like method as easy of accomplishment. 


Variance in Results 


A further analysis of the three examples listed, illus- 
trates the variance of % of taxable profit to capital em- 
ployed, and % of net tax payable to capital employed and 


to taxable profit. 


Capital Taxable % to Net Tax % to % to Taxable 
Employed Profit Capital Payable Capital Profit 


First example $ € = 
Company 1 .... 600,000 90,000 15. 48,667 8.11 54.07 
Company 2 .... 600,000 90,000 15. 53,333 8.89 59.26 
Company 8 .... 600,000 90,000 15. 58,000 9.65 64.44 
Second example 

Company 1 .... 500,000 75,000 15. 36,667 7.33 

Company 2 400,000 100,000 265. 52,000 13. 

Company 3 .... 300,000 125,000 41.67 67,333 22.44 

Third example 

Company 1 .... 600,000 1,000,000 166.67 566,667 94.44 

Company 2 .... 800,000 600,000 75. 246,667 30.83 

Company 3 .... 1,000,000 400,000 40. 160,000 16. 


In the nine illustrations above, each company con- 
tributes a different % rate of its taxable income, the range 
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being from 40% to 64.44%, quite a variation in any scheme 
supposedly designed, or which should be designed, to lay 
the burden of taxation evenly. 


An Equitable Principle 


Why shouldn’t a 50% rate be struck, or a 56% or a 
52% rate, according to requirements, and let all corpora- 
tions carry a similar load? It would appear reasonable to 
do so, and if some similar basis of taxation of individual 
incomes could be brought out at the same time, it is evi- 
dent such a combination would satisfy the public mind, 
both business and general. 

Let me revert for a moment to the suggested 50% rate 
on corporation income, since it would conceivably be the 
desire of the Finance Department to divide the income tax 
from the “special war tax” which would be collected jointly. 

A company, say company 1, 2, or 3, in the first example, 
has a tax of $45,000 to pay: This would be apportioned 36% 
to income tax and 64% to “special war tax”, as 18% to 
50%—36%. Similarly, if the rate were 60%, the division 
would be 30% and 70%, and if fractions resulted through 
the determination of the rate, the commonplace thing to do 
would be for the department to set the proportion of the 
rate yearly, the taxpayer not being concerned with the di- 
vision of the tax for governmental requirements. 

Herein, then, is a suggestion for the simplification of the 
income and excess profits tax acts, and related matters. 
Why it has been so long delayed in being aired by others 
perhaps more competent in thought and presentation than 
myself, is a matter that I cannot understand. 


INCOME TAX BOOKLET 


The Society of Chartered Accountants of the Province 
of Quebec announces that the booklet entitled “Notes on 
the Dominion of Canada Income War Tax Act, The Excess 
Profits Tax Act and The Wartime Salaries Order” by A. 
W. Gilmour, B.Com., C.A., is now out of print. 





THE CANADIAN CHARTERED ACCOUNTANT 


The Preparation and Presentation of a Brief 
Before the Board of Referees 
By E, C. Leetham 
Chartered Accountant 
Montreal, P.Q. 


(The second instalment of an address before a meeting of the 
Chartered Accountants Students’ Society of the Province of Quebec.) 
Special Factors Governing Applications Under 5(3) 

For a company which is applying under sub-section 3 
of section 5, claiming that capital is not an important 
factor in the earning of profits, etc., there are three dis- 
tinct classes under which application may be made: 

(a) Business is of such a nature that capital is not 
an important factor in the earning of profits; 

(b) Capital has become abnormally impaired; 

(c) Capital, due to extraordinary circumstances, is 
abnormally low. 

The method of approach to the board under each of the 
above clauses is entirely different. 

Once the board is convinced that it should depart from 
the capital standard to make an award, it is entirely within 
its discretion as to what basis it uses in arriving at a 
standard profit. 

While the board is only concerned with equalizing the 
base of tax, not the consequences, nevertheless if a com- 
pany qualifies for consideration under this sub-section, it 
is a decided advantage, because this is the only sub-section, 
in the Act where the board is required to look at the con- 
sequences of the effect of the standard granted on the 
resultant taxes which may be payable. This is so because 
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PRESENTATION OF BRIEF—BOARD OF REFEREES 


one of the necessary qualifications to become eligible for 
consideration under this sub-section is that, if the company 
were assessed on a capital employed basis, it would result 
in the imposition of excessive taxation. The board, there- 
fore, must look at the taxes which will be payable when 
granting the standard profit under this sub-section, and 
the standard granted should relieve, to a great degree, 
any unjustifiable hardship. 

Generally, to be eligible under clause (a), the business 
must be of a service nature, but this can be subject to 
wide interpretation, provided that you can convince the 
board of the facts. It is not sufficient to prove to the 
board that capital is not an important factor in the earning 
of profits, but it must be demonstrated what factor or 
factors are responsible for making earnings. To argue 
that managerial skill is the chief profit-making factor 
does not have much weight, because all companies where 
profits are made, whether through the medium of capital 
assets or otherwise, must have managerial skill to be suc- 
cessful. It is not necessarily a requisite that the capital 
of a company qualifying under this clause be small, because 
many concerns with very substantial capital, whose busi- 
ness is of a service nature, would be eligible for considera- 
tion. 

Examples of this might be exclusive rights under a 
valuable patent, or a company might have a substantial 
capital invested by reason of numerous sales outlets for 
distribution of its products, but it could be proved that 
merchandising was the important factor in the earning 
of profits. Another company might prove that its profits 
were made by reason of its skilled personnel. Purely ser- 
vice companies, like insurance brokers, commission agents, 
and selling companies, of course, do not have any difficulty 
in coming within this clause. In awarding the standard 
profit under this clause, since capital is not an important 
factor, the award is generally based on earnings in the 
sole discretion of the board, having regard to the profit 
of other concerns in similar circumstances engaged in the 
same class of business. 

Clause (b), where capital has become abnormally im- 
paired, is an awkward clause for the board. 

The capital must be abnormally impaired, and what 
would constitute abnormal impairment in one industry 
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would not be so considered in another industry. Some 
industries, like the heavy goods industry, by reason of the 
nature of their business, suffer at times large impairment 
of capital, and this would be looked on as normal, while 
in other industries enjoying more steady earning condi- 
tions, the same relative impairment might be abnormal. 

After having proved the impairment of capital, it might 
be that, even if such impairment were restored, the capital 
would still be abnormally low. If this is the condition, 
‘then prove what capital is really required for the business. 
The board has taken the stand under this clause that, after 
the impairment has been restored, the applicant should 
not receive better treatment than that which could be 
accorded to others in their line of business who can apply 
only under section 5 sub-section (1) of the Act, where the 
standard has been limited by law to a maximum of 10 per 
cent on capital. 

Under clause (c), where capital is abnormally low due 
to extraordinary circumstances, the board will compare the 
applicant company with other companies in the same line 
of business. If figures are available for other concerns in 
the same line of business whose capital is much in excess 
of the applicant company’s, attention may be drawn to 
their results. Frequently it can be shown by comparative 
figures for an industry that the particular company apply- 
ing for relief has low capital in relation to the industry 
as a:whole, by comparison of: 

(a) Capital employed in relation to sales; 

(b) Capital employed in relation to total investment; 

(c) Capital employed in relation to fixed assets; 

(d) Buildings and equipment may be rented as against 
the custom of the industry of ownership of such assets. 

The applicant company might have abnormally low 
capital owing to the fact that earnings are due to the 
advantage accruing from a valuable patent representing 
little capital investment. Prove the value of the patent by 
reason of sales made and earnings realized. If a foreign 
company has realized large profits by reason of this patent, 
submit its results, if available. 

In every application under this section it is essential 
to prove that an assessment made on the basis of capital 
employed—meaning capital as laid down under the first 
schedule of the Act—would result in the imposition of ex- 
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cessive taxation amounting to unjustifiable hardship or 
extreme discrimination, or would jeopardize the continua- 
tion of the business. 

The board under section 5, sub-section 3, has been in- 
structed to ascertain the standard profits on such basis 
as it thinks just, having regard to the standard profits 
of other companies, in similar circumstances, engaged in 
the same class of business. The words “in similar cir- 
cumstances” are very important. In order to make a com- 
parison of another concern in similar circumstances, all 
factors of location, volume of sales, kind of products sold 
or manufactured, number of branches or sales outlets, 
transportation, personnel, whether buldings and plant are 
owned or rented, effect of patent rights, etc., must be given 
’ consideration. If there are concerns exactly comparable, 
give the names of such firms to the board. If you consider 
there are no concerns doing business in similar circum- 
stances to your company, state that fact and give the 
reasons why you feel that there are no other similar com- 
panies. 


Determination of Standard Profit 


In requesting a standard profit, ask for one which you 
feel is reasonably justified by the information contained 
in the brief and supporting schedules, and show how the 
standard profit was arrived at. Do not ask for a higher 
standard than you feel you can possibly receive, with the 
hope that even if cut down by the board the net result 
will be satisfactory. The board does not trade, and if your 
requested standard is much in excess of what can be proved 
by your statements, the standard received might be lower 
than that which would have been granted had the request 
been in accord with the facts, 

Close the brief by reviewing concisely the facts on 
which application has been made and state again the stand- 
ard requested. 

It must be remembered that the standard granted by 
the board represents an average earning condition during 
the standard period. Do not expect to get a standard based 
on the highest earnings of the company in pre-standard 
years, because it must be borne in mind that the majority 
of companies are unable to apply for relief to the board and 
have to be content with their factual earnings. 
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General Hints 

1. Prepare the brief and supporting schedules with in- 
finite care; supply complete and reliable detailed informa- 
tion. 

2. Be frank. Make a full disclosure of all pertinent 
information. 

3. Stress all favourable factors; stick to facts. 

4. Do not attempt to mislead the board. It cannot be 
done. 

5. It must be appreciated that the income tax depart- 
ment, and through it the Board of Referees, have access 
to every file in the country for checking and comparison. 
This is an advantage for the board and a disadvantage for 
the applicant company which has not access to such in- 
formation. 

6. The board is most fair in its decisions, but all facts 
must be proved in order to obtain as large a standard as 
possible. 

Procedure in Office of Local Inspector of Income Tax 

In due course the inspector of income tax assigns one 
of his assessors to make a report on the standard profits 
claim. Any years for which returns have not yet been 
checked and assessments made, are completed. The as- 
sessor is required, among other things, to: 

(1) Calculate the standard profits in accordance with 
The Excess Profits Tax Act. 

(2) Set the amount of capital employed, with details 
of calculations on separate schedule if not already filed by 
applicant company. If the assessor’s calculation of capital 
employed disagrees with the company’s calculation, the 
differences must be reconciled. State whether the tax- 
payer accepts temporary calculation. 

(3) The assessor must also give the sales, gross profit 
on sales, total depreciation allowed for tax purposes, net 
taxable income, capital employed at commencement of the 
years covered by his report, and percentage of taxable 
income to capital employed. 

(4) Names and addresses of analogous businesses and 
relative financial information thereon for the years 1936 
to date. 

(5) The assessor is required to make comments and 
recommendations in respect to the application. 
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The report is then handed to the local board of review 
which is set up in each inspector’s office. This board has 
the authority to refuse the application on the grounds that 
the applicant company is not depressed. 

Procedure at Ottawa 

When the brief is passed on favourably, it is forwarded 
to the head office board of review. The brief and schedules 
are then scrutinized before being forwarded to the Board 
of Referees. This board of review at Ottawa may also turn 
down an application if it does not consider the company 
is depressed. When an application has been forwarded to 
the Board of Referees by the board of review, the Deputy 
Minister of Taxation advises the applicant company that 
its case has been forwarded to the board. Briefs, having 
- passed head office board of review, are then passed on to 
the accounting staff of the Board of Referees, where fur- 
ther analyses and condensed summaries of pertinent in- 
formation are made. These contain, in addition to sales, 
gross and net profits and depreciation, as supplied by the 
assessor, executive remuneration, interest charges, any 
extraordinary expenses, etc. The board may have before 
it, for its information only, a statement showing compari- 
son of the applicant company’s earnings with the results 
of one or more similar companies. Such information, 
being confidential, is never divulged. A summary of the 
salient points of the brief is prepared for use of the mem- 
bers of the Board of Referees, and the standard profit re- 
quested is stated. The applicant company is then notified 
by the board that its case has been set down for a hearing, 
and is requested to advise whether representatives of the 
company will appear personally. Generally about three 
weeks advance notice is given. Most of the hearings take 
place at Ottawa, but for the convenience of taxpayers the 
board has held sittings at various places from Halifax 
to Vancouver. It is strongly urged that taxpayers avail 
themselves of their right to appear personally before the 
Board of Referees with their accountants or other repre- 
sentatives, and present their cases. This provides excel- 
lent opportunity to emphasize all favourable points, and 
permits the board to obtain direct clarification of any points 
on which doubt exists. 

Final Review of Brief 
On receipt of notification as to the date of the hearing, 
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the brief and supporting schedules should be carefully re- 
viewed to ascertain whether additional pertinent informa- 
tion should be prepared for submission. If a long time 
has elapsed since the filing of the original brief, conditions 
may have changed to an important degree, possibly justi- 
fying the submission of a supplementary brief. If this 
is so, send such additional information and data in tripli- 
cate to the board at least a week before the hearing, to 
permit of analysis. If financial statements and other in- 
formation are available for a fiscal period which has ended 
since the submission of the brief, the information placed 
before the board should be brought up to date by having 
available this latest information. 
Personal Hearing Before Board 

The board is noted for its promptness in keeping 
appointments. If your appointment is for 10 o’clock in 
the morning, be sure to be there on time. Some other 
applicant may have a hearing at 11 o’clock and the time 
lost through tardiness may operate to cut down the effec- 
tive time for your presentation. 

The hearings before the board are quite informal, and 
the interview is entirely conducted seated. The hearing 
generally takes place before the chairman and two board 
members, or in any event, not less than the chairman and 
one other member. It is desirable to select one person to 
conduct the presentation. This is generally undertaken 
by the accountant who is making the presentation, and 
technical information is supplied in answer to questions 
by the officials of the company. Whether the case is pre- 
sented by a professional adviser or conducted by the 
officials of the company, applicants are assured of every 
assistance from the board to bring out all relative informa- 
tion needed to arrive at a fair decision. Be frank in 
answering all questions, and give full and complete 
answers. 

Do not assume, just because your case has been put 
before the board, that it considers that you are depressed 
—the application may have been referred to it for advice 
as to whether depression exists. 

While the complete case has been submitted in the brief 
and accompanying schedules which have been thoroughly 
reviewed by the board before the hearing takes place, the 
personal appearance affords an opportunity to make a com- 
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plete verbal presentation of all facts, using the brief as a 
guide. 

Remember that three board members, trained in their 
profession, can ask a great number of searching questions. 
Know your facts. Have a great deal more information 
available than you think you will need. Have financial 
statements for all years on hand. Financial information 
is important, but sales psychology in the proper marshall- 
ing and presentation of your facts is more important. 
As the representative of your client, you want a favour- 
able decision; therefore do everything necessary to make 
it easy, through convincing proof, for the board to grant 
your request. Your aim is to sell the board a standard 
profit for your client. The board will grant your request 
if the facts and presentation warrant it. Ask for a stand- 
ard profit that could reasonably have been earned in the 
standard period, if disabilities had not been present, and 
one which has been definitely proven by the facts set 
forth in the brief and supporting schedules. If you feel 
positive that the standard requested is fully warranted, 
your chance of convincing the board is much enhanced. 

Bear in mind that you must state your full case and 
all facts in the one hearing. . It is useless, after the presen- 
tation, to think of points which should have been brought 
out in the board room. The hearing is final. The presenta- 
tion also loses a lot of strength if it is necessary to send 
the board other financial data at a later date. This will 
be apparent when consideration is given to the fact that 
the board sometimes hears twenty to thirty cases a week, 
and by the time your information has come to it for 
consideration it may have heard fifty to one hundred other 
cases, and it is not as familiar with the points in your 
case as it was when the hearing took place. This waiting 
for information also forces the board to suspend the mak- 
ing of its decision. It tries, if possible, to make the decision 
on the day of the hearing. 

We will now take up the presentation for specific kinds 
of companies: 

Established Companies under Section 5, Sub-section 1— 
While the brief has set forth the causes which were claimed 
as constituting depression, it is necessary to review these 
disabilities again in order that the board may ask any 
necessary questions. The board may not have been in 
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agreement with the contention of the company that de- 
pression existed and this gives the opportunity of proving 
this assertion. After the board considers that it has full 
information on this point, it will proceed to the question 
of what amount of standard profit should be awarded. 

Companies applying under sub-section 1 will receive 
a standard profit based on a certain rate per cent of their 
capital employed. Demonstrate conclusively that the rate 
on capital you are asking for could have reasonably been 
earned in the standard period, by comparison with the 
earnings of the pre-standard period. If this can also be 
supported by relating it to percentage earned on sales, it 
will help to support the contention. If you have informa- 
tion that other companies in the same industry, which 
were not depressed, have earned the rate you are asking, 
this should be pointed out. 

New Companies—With new companies there is gener- 
ally no reason to prove depression, on account of the fact 
that such companies were operating for only a short time 
in the standard period. The award for new companies is 
made as an amount equal to the return on capital employed 
by the applicant company, as compared with the rate 
earned by companies during the standard period, in similar 
circumstances, in the same class of business. As the 
company is a new company, it would not have any sales 
or earnings in at least the 1936 and 1937 periods, and it 
is necessary to assume what sales could have been realized 
throughout the whole standard period if the company had 
been in business, and what rate per cent could have been 
earned on such sales. This could be demonstrated by the 
company’s own performance during the time it was in 
business in the standard period and in the taxation period. 
If information is available as to the earnings of other 
similar businesses in the standard period, this information 
should be given. If capital increased since the standard 
period, prove what additional earnings would likely have 
been realized as a result of new capital invested through 
increased sales, or investment in labour saving machinery, 
with consequent decrease in costs. 

Capital Not An Important Factor In The Earning of 
Profits—Companies applying under the above clause might 
have been in operation in the pre-standard period, and if 
depressed in the standard period it is necessary to again 
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take up the points enumerated in the brief and discuss 
them with the board. After the board has obtained all 
information on this point, proceed with the arguments 
which you have demonstrated in the brief, that capital 
is not an important factor in the earning of profits, and 
at the same time demonstrate conclusively that an assess- 
ment based on capital employed would result in the im- 
position of excessive taxation, amounting to unjustifiable 
hardship, or would jeopardize the continuation of the busi- 
ness. Demonstrate what is the important factor in the 
earning of the profits. It might be a patent, or earnings 
might be by reason of skilled personnel, or the business 
may be of a service nature. 

The last point to take up is the proving of the conten- 
- tion that the standard profit requested is reasonable, and 

should be awarded. 

Businesses Whose Capital Has Been phmemalty Im- 
paired—The same remarks with respect to depression are 
applicable here. You must again prove, in addition to the 
fact that your capital has been abnormally impaired, that 
an asssessment based on capital employed would result in 
the imposition of excessive taxation, amounting to un- 
justifiable hardship, or would jeopardize the continuation 
of the business. 

Demonstrate the impairment and prove why it was 
impaired. 

Show what amount of capital is necessary for the 
proper operation of the business. 

Businesses Whose Capital, Due to Extraordinary Cir- 
cumstances, Is Abnormally Low—The same remarks with 
respect to depression are applicable here. You must again 
prove that an assessment based on capital employed would 
result in the imposition of excessive taxation, amount to 
unjustifiable hardship, or would jeopardize the continua- 
tion of the business. 

Some companies may have abnormally low capital in 
relation to others in the industry due to the fact that 
equity capital as calculated under the first schedule to 
the Act is extremely low. This may be caused by financing 
largely on bonds, debentures, or other borrowed funds. It 
might also be caused by having a small investment in fixed 
assets in relation to others in the industry, due to the fact 
that the buildings and machinery have been rented. It 
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should be pointed out in this case that the rent has to 
be paid out each month in cash. The company is unable 
to make any charge for depreciation, and thus an undue 
proportion of its current assets is drained off in taxes as 
compared with its competitors who may have a large in- 
vestment in fixed assets. File a statement showing the 
cost value of the equipment or buildings rented. 

If the members of the board have asked all the ques- 
tions that they desire they will intimate that they have 
complete information, but if you feel that there is further 
information which you wish to supply you may then give 
it to them. 

Representative Questions 

The following will give a general idea of some of the 
questions the board might ask: 

(1) How do you arrive at your gross profit percentage 
or, in other words, what items of cost are deducted from 
sales to arrive at the gross profit? 

(2) What factors account for the decline in gross profit 
percentage in the standard period? 

(3) Net profits for 1939 were $45,000, and in 1940 with 
sales increased by $125,000 net profit was only $51,000. 
How do you account for that? 

(4) What amount of sales were war orders and what 
general business in 1940, 1941 and 1942? 

(5) What percentage of capacity production was re- 
alized in the standard period? 

(6) Were operations in 1940, 1941 and 1942 on a double 
shift basis or 24-hour basis and how does this compare 
with operations in the standard period? 

(7) The statement is made that your sales have in- 
creased substantially due to the acquiring of a new patent 
right. Could you advise us the amount of sales of this 
patented article as distinct from your ordinary sales, in 
the standard period and the taxation years? 

(8) What amount was charged for royalties in the 
standard period and the taxation years? 

(9) What do you consider would be normal capital em- 
ployed for your company if such capital was on the same 
basis as other long established competitors? 

(10) What products was your plant equipped to manu- 
facture in the standard period? 

(11) Could you supply the board with the amount of 
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sales of these products made by the industry in the stand- 
ard period? 

(12) What were your sales, cost of sales, gross profit 
and net profit in 1942? 

(13) You say your business is closely related to the 
construction trade, but in the period 1932 to 1935 the 
average construction contracts in Canada declined to 
$129,000,000 yet you made better earnings in that period. 
What accounts for this? 

(14) What percentage did you earn on your capital 
employed in the years 1940, 1941 and 1942? 

(15) You claim you were depressed in the standard 
period because of the loss of trade marks. Your state- 
ments indicate that your selling costs have increased sub- 
stantially in the standard period. What amount was 
attributable to loss of sales of trade-marked goods? 

The decisions of the board are not divulged at the 
hearing. The information supplied is reviewed after the 
applicant leaves the board and if possible the board makes 
its decision immediately. Any decision arrived at must be 
unanimous as between the members of the board present 
at the hearing. After the decision has been reached, the 
board transmits it to the Minister of National Revenue 
together with its calculation as to the employed capital of 
the applicant company. The decisions of the board are 
not operative until approved by the Minister of National 
Revenue, and after such approval a decision is final and 
conclusive, and no appeal may be made. After the minister 
approves the decision arrived at by the board, the taxpayer 
is notified as to the amount of the award. The district 
inspector of income tax is then advised as to the award 
and the amount of standard profit calculation, and is in a 
position to issue assessment notices. 
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Valuation Of Inventories 
By K. LeM. Carter 
Chartered Accountant 
Toronto, Ontario 

(The third of a series of staff talks. Others have appeared in 
previous issues of THE CANADIAN CHARTERED ACCOUNTANT.) 
ere paper deals only with the valuation of inventories 

for balance sheet purposes which, of course, has no 
relation to the realizable or liquidation value of the whole 
inventory such as would occur in a bulk sale or rapid liquid- 
ation. 

Balance sheet inventory valuation is concerned primar- 
ily with the attempt to properly allocate profits to short 
fiscal periods, which by custom and by law have come to 
be fixed ata year. It is frequently pointed out that in many 
cases profits cannot be accurately determined over such 
short periods of time. However, a year is the period we 
are confronted with and with which we must deal. 


Accounting convention has decided that in most in- 
stances the time for bringing into account the profit on a 
transaction is the time of delivery of the goods (there are 
some variations from this principle). However, account- 
ing convention has also conceded that where losses are 
evident they may be anticipated. To give effect to the first 
of these conventions, namely, the deferment of profits until 
the delivery of the goods, inventories are valued at cost, 
and to provide for the second they may be reduced to market 
and hence we have developed the formula “lower of cost 
or market”. 

At this point frequent discussions arise as to whether 
“lower of cost or market” should be applied to each separ- 
ate item in the inventory or collectively to the inventory as 
a whole; that is, if some goods have risen in value above 
cost should the enhancement be applied to offset the decline 
from cost of other goods? This should probably be decided 
having regard to various reasons for the need of reduction 
below cost of the particular inventory under consideration. 


First we should look carefully at the meaning of the 
words “cost” and “market’’. 


Cost 
At first sight it appears that cost is a simple statement 
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of fact being moneys laid out to acquire certain goods and 
that it presents no problems. This follows so long as it is 
possible to identify each article with its purchase and price 
it accordingly (for example a piano inventory). Obviously 
this is not generally the case and in almost all cases it 
becomes necessary to average the costs paid for similar 
articles. There are several theories of inventory pricing. 
The principal ones are: 

1. Average costs—This is the usual procedure by which 
the cost is adjusted at each purchase by adding the quantity 
and value of the balance on hand to the quantity and value 
of the purchase and working out a new average cost. Per- 
haps it may be said that this is the most accurate method 
of inventory valuation. The others are, I think, all tem- 
pered by expediency. 

2. Last-in first-out (commonly known. as “lifo”)—As its 
name indicates it is presumed under this method that addi- 
tions to the inventory are piled on top of the stock and that 
orders are filled from the top. The income tax department 
argues that this is not a proper method of valuing inven- 
tories and tends to average profits from one year to the 
next. It is a contentious point and there is much on their 
side of the argument. This method is widely used by oil 
refineries, base metal companies and tanneries, although it 
is much more popular in the U.S. than Canada by reason 
of the attitude of the income tax department. Its effect is 
obviously to level out inventory price fluctuations and the 
resultant variations in profits. It has been said that this 
method best applies where the sale price of a product is 
quickly respondent to price fluctuations in the raw material. 


3. Basic or normal stock—This endeavours to achieve 
the same purpose as “lifo”, namely, keep inventory prices 
and profits as constant as possible. This theory presumes 
a basic inventory as being at all times necessary as a per- 
manent investment, and it values this basic quantity at a 
constant price which is generally taken as the lowest price 
over a period of many years. Quantities in excess of the 
basic stock are valued at current prices. This is a very 
old method and has been in use in Scotland, Wales, Eng- 
land and Holland for more than half a century, although 
it is not generally accepted in these countries. The Ameri- 
can Smelting and Refining Company adopted it in 1903, and 
it was followed by the National Lead Company in 1913, 
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and later by American Can, International Harvester and 
Endicott-Johnson. 

I think that in examining these methods we must first 
answer the following question: One commences the year 
with fifty units on hand at $1.00 each. These are sold dur- 
ing the year and replaced by fifty exactly similar units at 
$1.50 each. Is it correct that the inventory be increased 
from $50.00 to $75.00 relating to the exact similar items 
and the increase of $25.00 carried to the income account as 
a realized profit? 

In my opinion it is correct. The negative view places 
too great a strain on the theory of accounts. Obviously, 
suitable adjustment cannot be made for currency inflation, 
increased national purchasing power, etc. The accounts 
endeavour to set forth the operating results and financial 
position in the light of existing economic conditions. If 
these conditions have been such as to produce excessive 
profits, perhaps due to rising prices, it may be wisdom on 
the part of the directors to set aside some of the profits for 
less profitable periods. However, I submit that expediencies 
of company policy should not affect the preparation of ac- 
curate financial statements. Many of the arguments offered 
in support of “lifo” or “basic stock” inventory methods 
support expedient company policy rather than accurate 
reporting. 

Market 

First, I submit that this is an ambiguous term, and like 
all ambiguous terms should be done away with. It has been 
defined as: 

“1. MERCHANDISE—Market or current selling valuation 
less average operating expenses. 

“2. RAW MATERIALS—Present replacement cost or real- 
izable market value. 

“3. SUPPLIES—Present replacement cost or realizable 
sales value. 

“4, WORK-IN-PROCESS—Present replacement cost or 
selling valuation less all costs yet to be incurred. 

“5. FINISHED PRoDUCTS—Present selling valuation in 
ordinary course of business less all expenses yet to be in- 
curred; for additional conservatism estimated net profit 
may also be deducted.” 

The Dominion “Accounting Terminology” defines 
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market prices as: “The prevailing price quoted on a particu- 
lar day for comparable quantities sold under comparable 
conditions. As to merchandise, the price which may be 
reasonably expected to be realized. As to stocks and bonds 
owned, the closing bid prices established on an unrestricted 
market are customarily accepted as being the market 
prices.” This definition leaves one enquiring whether it 
means the amount that may be realizable from the inventory 
after processes have been completed (less cost of comple- 
tion) or the replacement cost. I believe that the term 
“market” denotes to most persons present replacement cost, 
that is, exchange valuation on the date of the balance sheet, 
and has nothing to do with the price at which the goods 
may be sold when the processing has been completed. If 
_ my contention is generally acceptable, it would seem highly 
desirable to discard entirely the word “market” and use in 
its stead “replacement cost’. It surely cannot mean both 
replacement cost and realizable value of the completed pro- 
ducts less cost of completion, for if so we would obviously 
be frequently confronted with its resulting in two different 
amounts. 

Clearly the formula of lower of cost or market (meaning 
replacement) is well applied when dealing with inventories 
of basic raw materials, such as hides, cotton, oil and metals, 
where it is fair to assume that a reduction in replacement 
cost may cause some loss. This is particularly the case 
where purchases are made on contracts and the process is 
slow. 

In the secondary industries, such as shoe factories, tex- 
tile weavers, machine shops, etc., there would seem little 
reason at any time for the inventory values being reduced 
below cost on account of lower current replacement costs. 
In these industries reductions in replacement cost do not 
generally cause losses, for the material content of the fin- 
ished product may be relatively small or selling prices may 
be maintained for sufficiently long to dispose of the high 
cost raw material at normal profits. In a paper before the 
National Association of Cost Accountants, Mr. Edward A. 
Kracke said: “It may well be that such research will show 
that some companies now following ‘cost or market, which- 
ever is lower’ really may not have a very strong basic jus- 
tification for thus following it, may in fact be following it 
largely because it is the fashion”. Mr. Kracke would change 
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the well worn phrase to “cost, or market, if lower, where 
necessary”. 

None of the foregoing comments have reference to a 
matter of considerable importance in inventory valuations, 
namely, provision for old and obsolete stock which, of 
course, is absolutely essential to the proper valuation of 
inventories in accordance with the accounting convention 
that apparent losses should be provided for. I submit that 
balance sheet descriptions of inventory should indicate that 
the valuation is less than cost where substantial reductions 
have occurred on account of old or obsolete stock or at any 
rate the formula “lower of cost or market’ does not in my 
opinion cover such inventory reductions. 

As indicated above there are exceptions to the two ac- 
counting conventions that preface these remarks, for 
example: 

Retail inventories are frequently valued at selling prices 
less average mark ups. This procedure naturally has the 
effect of anticipating profits and losses, but in fast turning 
inventories such as retail stores the effect has little conse- 
quence. 

Flour mills generally value all stocks on a liquidation 
basis, that is, the unprocessed raw materials are entered 
at replacement cost and the processed flour recorded at real- 
izable values as at the date of the balance sheet. This prac- 
tice is followed on account of the unusually speculative 
nature of the commodity dealt in. 

The formula of “lower of cost or market” is not readily 
accepted in all quarters. “An Introduction to Corporate 
Accounting Standards” by W. A. Paton and A. C. Littleton, 
contains the following: 

“The rule of ‘cost or market’ should be replaced by the 
practice of reporting losses of current assets in the income 
statement only when realized, and reporting current assets 
in the balance sheet with a parenthetic showing of the 
amount of the estimated difference between cost and cur- 
rent value if the amount is substantial. 

“The doctrine of conservatism is still embedded in prac- 
tice under the rule or convention ‘cost or market, whichever 
is lower’, although short-term credit as a source of funds 
has been declining in importance. The application of this 
rule brings an implied price-shrinkage into the income state- 
ment as a deduction from revenue before the loss has been 
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realized through sale. As a result the cost figure for the 
goods actually sold is automatically inflated by the amount 
of the estimated price-shrinkage of goods unsold. The title 
‘cost of sales’ in the income statement then becomes a mis- 
nomer.” 

In all events it surely must be conceded that when an 
inventory has been substantially reduced in value in antici- 
pation of lower selling prices, the amount of the reduction 
should not be treated as part of the direct costs of the goods 
sold but shown as a separate item in the income account. 
Should the anticipated loss not occur the resultant credit 
will likewise require to be indicated under a separate 


heading. 


“AN INCOME TAX CALCULATION” 


G. E, F. Smith, F.C.A., whose article appeared under 
the above heading in our February issue, sends the follow- 
ing addition: 


Where the answer given by using the formula fails to prove, 
there is either no tax, or normal tax only, or graduated tax only. A 
study of the figures producing the answer will disclose which is the 
fact. Where there is normal tax only the formula is: Subtract from 
the salary remaining the allowances for dependents; multiply the 
result by 100 and divide the product by 100 less the rate per cent of 
normal tax. Where there is graduated tax only the formula is: Add 
to the graduated tax before excess the salary remaining; subtract 
therefrom all allowances for dependents plus the percentage on excess 
(graduated tax) taken on that part of the salary to which excess does 
not apply, multiply the result by 100 and divide the product by 100 
less the rate per cent of the excess on graduated tax. 


Marcu 1944. 





THE CANADIAN CHARTERED ACCOUNTANT 


Current Accounting Literature 
By J. D. Campbell 
Chartered Accountant 
BULLETINS 
Cost Accounting 


uieeN No. 9, Volume XXV, Ist January 1944, 

published by the National Association of Cost Account- 
ants (385 Madison Avenue, New York) carries two articles 
dealing with the general problem of contract termination 
—the one covering a discussion of the general policies 
underlying contract termination as they have developed, 
the other dealing with the more specialized aspect of cost 
problems which have arisen out of contract termination. 

Contract termination — Lieutenant-Colonel Paul A. 
Wilks, in an article “Contract Termination” against a 
general background of the development of the termination 
procedure “from the government side of the fence,” in- 
cluding the steps taken to facilitate the handling of the 
volume of termination in the form of the “negotiated 
settlement,” presents an outline of the major accounting 
problems arising under the negotiated termination. The 
two general bases of settlement, namely the inventory 
method and the total cost method, are discussed. Under 
the former, a settlement is based upon an inventory taken 
and priced in detail, to which is added a proper allowance, 
based on the work done, for profit on the uncompleted por- 
tion of the contract. Under the latter, all allowable costs 
incurred to the date of determination are totalled, to which 
cost base is added an allowance for profits and from which 
is deducted any payment made, or to be made, for com- 
pleted units. The general problems considered cover the 
taking and disposal of inventories, allowable costs, non- 
allowable costs, relations with subcontractors, profits, par- 
tial payments, and the position of the accountant in a nego- 
tiated settlement. In closing, special stress is laid upon 
the necessity of co-operation of the private accountant with 
the government to enable speedy settlement—‘“only by 
working together can reasonable settlement be reached, 
promptly and amicably.” 

Herman C. Heiser in an article “Cost Problems in Con- 
tract. Termination” duplicates to some degree the ground 
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covered in the previous article, although particular atten- 
tion is devoted to a discussion of the specialized problems 
arising under the inventory bases. “The method of cost 
determination may in some cases substantially affect the 
total contract price recovered by the contractor.” The 
major problems discussed cover direct materials, direct 
labor, other direct charges, prorated charges and starting 
load costs. 


Wage and salary control—Bulletin No. 10, Volume XXV, 
15th January 1944, presents an article, “Wage and Salary 
Stabilization”, by Frank Campfield, which gives a concise 
picture of the machinery established in the U.S. to protect 
the ceiling on wages and salaries. The information pre- 
sented summarizes the current (U.S.) provisions on wage 
and salary stabilization and outlines their application to a 
specific case, 


Auditing 
Statement No. 19 on Auditing Procedure, issued by the 
Committee on Auditing Procedure of the American Insti- 
tute of Accountants and published in the January 1944 


issue of “The Journal of Accountancy” (13 East 41st 
Street, New York) entitled “Confirmation of Receivables”, 
indicates that although the method of confirmation must, 
in the final analysis, be determined by the independent 
public accountant, certain guiding factors should be taken 
into consideration in exercising his judgment. “In cases 
in which there is reason to believe that the possibility of 
disputes, inaccuracies or irregularities in the accounts is 
greater than usual, or where the balance involved is of 
outstanding materiality, it is probably desirable that the 
‘positive’ method of confirmation be adopted . . . . where 
a company sells a substantial portion of its output to one, 
or only a few, customers, so that the balances involved 
are of relatively major importance, the ‘positive’ method 
of confirmation would seem preferable. On the other hand, 
it is the opinion of the committee that the ‘negative’ type 
of confirmation is in accordance with generally accepted 
auditing standards and practice in the majority of cir- 
cumstances, and that an independent accountant using this 
method of confirmation, where there are no indications that 
it may be inadequate, is conforming with generally accept- 
ed auditing standards.” 
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Accounting 


Accounting Research Bulletin No. 21 entitled “Provision 
for Renegotiation in Financial Statements”, issued in De- 
cember 1943 by the Committee on Accounting Procedure 
of the American Institute of Accountants and published 
in the January 1944 issue of “The Journal of Accountancy”, 
supplements bulletin No. 15 issued in September 1942 on 
“Renegotiation of War Contracts.” The bulletin covers the 
question of the methog of disclosure in the financial state- 
ments under conditions where provision has been and has 
not been made, and in addition sets out a recommendation 
for the accounting treatment required where the actual 
refund differs from the provision made. 


Bulletin No. 15, issued at a time when very little back- 
ground existed upon which a reasonable estimate of any 
liability could be made, expressed the opinion that “prob- 
ably in most cases, particularly at the present stage, a 
footnote to the financial statements will accomplish the 
desired purpose of disclosure.” 


Bulletin No. 21 was issued as a supplement to the form- 
er bulletin, on the grounds that a suitable background in 
many cases had been developed. Based on this assumption 
and in accordance with the long recognized accounting 
principle, a provision is suggested in the financial state 
ments for this liability which can be estimated reasonably 
accurately. “Where such provision is made, there should 
be disclosure in the financial statements, by footnote or 
otherwise, of the basis upon which it is made . . . Where 
a provision is not made a statement to that effect should 
be set forth in a footnote, together with appropriate dis- 
closure of the reasons therefor and the company’s renego- 
tiation status.” The bulletin suggests that the provision 
for renegotiation refunds should be included in the balance 
sheet as a current liability, and included in the income 
statement as a deduction from sales. Any difference exist- 
ing between provisions and actual refunds made should be 
included in the current income statement unless the inclu- 
sion of the amounts would result in distortion, in which 
case the adjustment would be made through earned sur- 
plus, and a revised income statement for the prior year 
should be submitted supporting the change made in earned 
surplus. 
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ARTICLES 


Book Values 


Harry Norris in an article “The Nature of Assets and 
the Valuation of Manufactured Stock”, published in Vol. 
CIX, No. 3602, 18th December 1943, of “The Accountant” 
(London) discusses the question as to whether book values 
reflect physical value or “whether they are—to exaggerate 
a little—just figures.” Although it is recognized that 
“assets in accounting terminology are either simply amor- 
tized cost balances chargeable against future expected 
revenues (these could be called production assets) or money 
assets, cash, debtors, etc. (financial assets)”, it is pointed 
out that cost classification is not always on an “attachment- 
to-physical things” basis. “Accounting is concerned with 
economic attributes and measurements, not with the phys- 
ical layout as such.” The discussion of the item of manu- 
factured stocks and their valuation hinges about the prob- 
lem of whether valuation should reflect out-of-pocket costs 
only, thus excluding the item of overhead costs. ‘“Over- 
head expenses are the cost of having the capacity to pro- 
duce at any desired scale (up to a certain maximum) and 
are not related to the actual production, i.e., the particular 
extent to which that capacity is exercised. The decision, 
how much to produce, affects only prime costs and these 
are all that should go into the balance sheet figure of ex- 
penditure on manufactured stocks ... marginal cost (prime 
cost) should be ascertained in the process of costing and 
used as the accounting unit for stocks of manufactured 
goods.” 


Application of Funds 

Hiram T. Scovill in an article “Application of Funds 
Made Practical”, published in the January 1944 issue of 
“The Accounting Review” (Tappan Hall, Ann Arbor, Mich- 
igan) presents a plea “for the preservation of the applica- 
tion-of-funds idea as an important integral part of an audi- 
tor’s report”, setting out clearly the significance of the 
form of presentation in any crusade for “preservation.” 
The article proper outlines and discusses the details of 
preparation of an “application-of-funds statement”, in 
which “funds” are considered practically synonymous with 
“cash” and which is prepared as an analysis of balance 
sheet changes as between the beginning and end of the 
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period under consideration. Both non-cash debits and 
credits are given consideration, with the result that “the 
cumbersome and sometimes meaningless and unobserved 
working capital schedule is unnecessary.” A specific ex- 
ample is given and detailed descriptions and analyses are 
presented of each of the balance sheet items involved. 

In dealing with the item of the provision for deprecia- 
tion, it is pointed out that “to obtain a profit figure .... 
that would portray as nearly as possible the amount of 
funds made available from the whole turnover of the profit- 
making activities of a business for the year, one would 
naturally first add the annual depreciation charge to the 
book profit.” (Non-cash debit.) 

The adjustment made for the increase in customers’ 
notes and accounts receivables is illustrative of the non- 
cash credit. “It reduces the book profit by that amount of 
such profits in order to reflect the amount of such profit 
that provided funds for use during the year.” 

In discussing the application of funds statement in gen- 
eral, it is pointed out that it represents one of the most 
valuable financial summaries that can be produced which 
cannot be obtained from the individual balance sheet and 
profit and loss statement. “The application-of-funds idea 
is far too valuable to abandon. Its survival depends on 
some simplification ... which might be said also to increase 
its power of elucidation.” 


Termination of War Contracts 


J. H. Barrett in an article “Contractors’ Problems in 
Termination of Contracts”, published in the January 1944 
issue of “The Journal of Accountancy”, outlines a sug- 
gested procedure to be followed in preparation for termin- 
ation, indicating specifically the various types of problems 
which will be met and stressing the significance of ade- 
quate accounting and statistical records in expediting agree- 
ment between the contractor and the contracting officer. 

The following summary is presented covering the things 
which should be done before termination: (1) Set up the 
termination organization; (2) Study all contracts and get 
amendments, if necessary, to permit negotiated settle- 
ments; (3) Study the termination manuals and develop 
complete procedures; (4) Prepare all necessary forms from — 
notices to vendors to final claim forms; (5) Contact the 
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contracting officer or customer-contractor for his require- 
ments, necessary approvals, etc.; (6) Eliminate excess 
stocks and plan for taking an inventory and for moving 
stocks from production areas; (7) Plan the accounting 
methods to be used in preparing the claim; (8) Determine 
how the profit element should be computed; (9) Put essen- 
tial records in apple-pie order; (10) Prepare to move rap- 
idly but surely according to plan. Each of the suggestions 
outlined is discussed in detail. 
Depreciation 

Carl Thomas Devine in an article “Depreciation and 
Income Measurement”, published in the January 1944 issue 
of “The Accounting Review”, discusses the problem of the 
annual depreciation provision, based upon the concepts that 
asset values are represented by their earning capacity and 
that the purpose of the income statement is to measure the 
amount “which a man can consume or a corporation can 
distribute without impairing future earning possibilities.” 
The rise of the creditor class, coupled with the demand on 
the part of the owners for withdrawals, underlies the nec- 
essity for accurate income determinations which should 
aim to “determine the amounts which may be distributed 
to the owners without impairing the ‘capital’ of the con- 
cern.” i 

In discussing the relationship of the item of deprecia- 
tion provision to the maintenance of the future earning 
possibilities of any concern, a variance is expressed cover- 
ing the present trend in accounting thought underlying 
the use of historical or original cost. “An income defini- 
tion by which we wish to hold earning possibilities intact 
—at least in terms of the physical equipment—must match 
with the revenues not historical cost but the cost of re- 
placing the unit, in order to determine reportable income. 
This shift from the enterprise view to that of holding phys- 
ical assets intact heralds the independence of the total asset 
figure from the amount representing the discounted value 
of the entire enterprise.” 

The general concept of depreciation, set out under the 
suggested plan of maintaining the earning possibilities of 
the assets, is defined as the amount of funds which will 
— the earning power intact in terms of physical facili- 
ies. 

The various problems associated with the question of 
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depreciation are each discussed, including unamortized bal- 
ances, changing price levels, depreciation apportionment 
and idleness. Special attention is directed in each case to 
the application of the problem to the general suggested 
concept of depreciation covering replacement rather than 
amortization of sunk cost. In discussing the various meth- 
ods utilized in taking depreciable assets to expense, special 
attention is directed to the straight-line method. “To the 
extent that earnings on the restricted funds make up for 
the loss in earning power of the aging asset, the straight- 
line approach appears to conform rather well to the benefit 
doctrine of allocation.” 
Replacement of Assets 

Henry Rand Hatfield in a short article “Replacement 
and Book Value’, published in the January 1944 issue of 
“The Accounting Review’, discusses the general problem 
of whether or not the amount of the undepreciated book 
value of an old machine should be considered in deciding 
upon the question of replacement. A specific example is 
presented illustrating the general thesis, “any difference 
between the book value and the realizable value, should 
not be used in any way when making a replacement study”, 
in which the significance of out-of-pocket cost is illustrated. 


Terminology 

Anson Herrick in an article “Current Assets and Liabil- 
ities”, published in the January 1944 issue of “The Journal 
of Accountancy”, discusses the prevailing interpretation 
which is placed on the terms “current assets” and “current 
liabilities’, and suggests a basis of determination which 
would remove the apparent existing inconsistencies. A 
preliminary examination is presented of the prevailing 
practices in the determination of current assets and current 
liabilities, in an attempt to indicate clearly the degree to 
which the current practices are both inconsistent and il« 
logical. In discussing the time element (one-year rule) it 
is pointed out that “the time element is beginning to be 
recognized as of secondary importance”, as evidenced in 
the treatment suggested by the members of the committee 
of accounting procedure that V loans (U.S.) constitute 
current liabilities, regardless of the fact that they are not 
expected to become due within twelve months. 


The following terminology is suggested for current as- 
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sets and current liabilities, which if applied would tend 
towards the removal of the major inconsistencies now exist- 
ing. 

“CURRENT ASSETS—Those assets which are necessary or 
incidental to the operating cycle—exclusive of land and 
facilities—together with those assets which may be re- 
garded as temporary investments of working capital and 
automatically will, or promptly can, be converted into free 
cash without impairing continuity and safety of opera- 
tions.” In indicating the assets covered under the caption 
“current assets’, the following items are included: “Other 
materials and services paid for but not yet received, which, 
as used or received will be elements of operating cost, such 
as operating and repair materials and prepaid expenses 
realizable in the natural course of operations.” 

“CURRENT LIABILITIES—Those liabilities which are a 
natural consequence or incident to the operating cycle of 
an enterprise and, in effect, are liens upon current assets 
in that the funds for their liquidation are on hand, or will 
be obtained, by realization upon existing current assets, 
indebtedness otherwise incurred which constitutes a with- 
drawal of working capital, and: payments required to be 
made for long-term debt liquidation instalments to the ex- 
tent that they have accrued.” 

Deduction at the Source 

John K. Hulse in an article “Minimum Lump-Sum De- 
duction for Individuals”, published in the January 1944 
issue of “Taxes—The Tax Magazine” (Commerce Clear- 
ing House, Inc., 214 N. Michigan Ave., Chicago) discusses 
the arguments for and against the adoption of a tax de- 
duction plan where “the exact amount of the tax liability 
should be deducted at the source for the maximum possible 
number of taxpayers’, thus eliminating the necessity of 
filing annual tax returns in many cases. Although the ar- 
guments advanced apply particularly to the existing tax 
set-up operating in the United States, they apply equally 
as well to the Canadian situation. 

The problem of the lump-sum allowances, adjusted to 
cover the rental situation, is discussed. “Not only would 
the larger of these typical allowances do away with this 
additional inequity (home owner vs. tenant), but it would 
increase the number of taxpayers whose exact tax liability 
would be discharged by withholding.” 
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Arguments are discussed which have been advanced 
against the proposal covering the general question of elim- 
ination of the filing of returns, “It is argued that returns 
are required: (1) To protect the taxpayer; (2) to relieve 
the employer of burdens that would have to be imposed 
upon him if there were no check upon the taxpayer’s state- 
ment; and (3) to make possible the auditing required for 
effective administration.” 

“If there is to be a real effort toward simplification of 
the income tax, if needless government spending is to be 
curtailed, if every effort is to be made to relieve the man- 
power shortage, then it would seem that the minimum 
lump-sum deduction could very well be given some careful 
thought.” 

Auditing 

Victor H. Stempf in an article “Auditing under War 
and Post-war Conditions”, presents practical suggestions 
for meeting the present demands which are being made 
upon the accounting profession, without a relaxation of 
the existing accounting or auditing standards. 

Backed by a desire to maintain high standards in the 
face of the present manpower shortage, the problem of the 
auditor resolves itself into one of “husbanding our man- 
power resources to assure the maximum effectiveness.” 
Several suggestions are advanced and discussed, covering 
the adoption of the natural business year, the correlation 
of external auditing and internal control, interim work, 
and the proper timing of reviews made. 

In discussing the general suggestion of internal control, 
it is pointed out that “effective internal accounting control 
acts as the foundation for any modification of external 
auditing which might be contemplated. The external audi- 
tor’s task is so to expand or contract his sampling and 
testing as to enable him to satisfy himself as to the credit- 
ability and fairness of the client’s representations.” 





LETTER TO THE EDITOR 


Letter to the Editor 


Dear Sir: 


In your editorials last month you made an attack on 
“government by formula”, in which you suggested that 
Lord Keynes, Dr. Mabel Timlin, and the Canadian Journal 
of Economics and Political Science favoured totalitarian- 
ism. You referred to Keynes “developing equations to 
govern the human guinea pig.” If you will read his in- 
troduction to the book (The General Theory of Employ- 
ment, Interest and Money), you will find that he certainly 
had no such ideas in mind. Keynes is interested, as I hope 
we all are, in preventing the recurrence of mass unem- 
ployment, and if he thinks he can clarify this problem for 
himself and for others by using formulae, surely he must 
use them. Keynes is a director of the Bank of England; 
is he not to make use of the habitual tools of an economist 
because he may be suspected of trying to govern the human 
guinea pig? In so far as bank policy affects the general 
economy, the bank cannot help governing to some extent, 
but it has not always seen clearly the full implications of 
its actions. To suggest that Dr. Timlin is also interested 
in the governing of guinea pigs is to cast a slur on an able, 
careful and entirely disinterested scholar. The fact that 
reading her book involves hard thought does not condemn 
it. 

The two articles to which you took exception in the 
Canadian Journal of Economics and Political Science were 
concerned with the effects of tariff and taxation policies. 
You say that you have a good suspicion of an “ulterior 
motive of reducing the individual to zero and the govern- 
ment to infinity.” In the past these policies have resulted 
to a large extent from the interplay of vested interests 
and pressure groups. I cannot understand why you should 
view with suspicion attempts to understand the effects of 
policies on the community at large. Nor can I understand 
why, with your associations, you should be so frightened 
by the use of figures and symbols! 


Yours very truly, 
C. A. ASHLEY. 
January 29th, 1944. 
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Capital Losses Judgment Upheld 


_—— Supreme Court of Canada, in a judgment issued 1st 
February 1944, has upheld the decision of The Ex- 
chequer Court of Canada in Highwood-Sarcee Oils Limited 
v. The Minister of National Revenue, dismissing the com- 
pany’s appeal. The principal point in the case was whether 
losses incurred, through investments and advances to oil 
development companies, were deductible for income tax 
purposes. The Supreme Court judgment, expressed by 
Justice Hudson and concurred in by Justices Rinfret, Davis 
and Taschereau, is as follows: 

“This is an appeal from a judgment of the late presi- 
dent of the Exchequer Court, which dismissed with costs 
an appeal by the appellant against its assessment for in- 
come tax for the taxation year 1935. 

“The appellant filed a return for the period in question 
showing a net loss, but the minister adjusted the income 
and declared that the appellant had taxable income of $30,- 
254.94 for the period in question. This amount was ar- 
rived at after making certain customary allowances and 
disallowing a sum of $74,011.28, the amount of investments 
written off by the appellant’s return. The decision of the 
minister was ‘that the investments in shares of and ad- 
vances to other companies and persons were not expendi- 
tures of the taxpayer, wholly, exclusively and necessarily 
laid out or expended for the purpose of earning its income 
but were, in effect, capital in their nature, and specifically 
disallowed for income tax purposes under the provisions 
of section 6 of the Act.’ 

“The appellant company was incorporated by letters 
patent and given a wide range of powers, only two of 
which need be referred to. They are: 

“*1, (a) to search for and recover and win from the 
earth petroleum, natural gas, oil, salt, metals, minerals and 
mineral substance of all kinds, and to that end to explore, 
prospect, mine, quarry, bore, sink wells, construct works 
or otherwise proceed as may be necessary to produce, 
manufacture, purchase, acquire, refine, smelt, store, dis- 
tribute, sell, dispose of and deal in petroleum, natural gas, 
oil, salt, chemicals, etc. 

“3. (1) to purchase, underwrite, guarantee the prin- 
cipal and interest of, subscribe for and otherwise acquire 
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and hold and vote upon the shares, debentures, debenture 
stock, etc. of any company, etc.’ ; 

“The appellant, by its income tax return, stated the 
nature of its business to be that of ‘oil operators’. 

“The transactions giving rise to the profit were as 
stated by the learned president: 

“On July 20, 1933, a written agreement was entered 
into between T. O. Renner, S. J. Davies and C. H. Snyder, 
therein called the operators, of the one part, and the ap- 
pellant company, therein called the company, of the other 
part. This agreement may be summarized by saying that 
the company made available to the operators, upon terms 
and conditions, $60,000.00 for the purpose of drilling a well 
on a lease which the operators had secured from the trustee 
of a bankrupt. The company was to be paid back the said 
$60,000.00 out of production and to receive a 65 per cent 
interest in the well, its production and equipment. There 
are clauses in the agreement providing for the payment 
of prior charges, the termination of the agreement, and so 
on, but these provisions are unimportant. It is to be noted 
however that the operators were to assign to the Company 
an undivided 65 per cent interest in the lease. This ven- 
ture proved successful and a producing well resulted which 
became known as Highwood-Sarcee Well No. 1. The lease 
also provided for participation by the operators and the 
company in drilling further wells if desired.’ 

“On these facts the learned president held that the 
profit arising on this transaction was income. 

“The transactions giving rise to losses which the appel- 
lant claims the right to set off appeared in the balance sheet 
of the company as of June 30, 1934, as follows: 

“Investments and advances written off 


Pine Hill Petroleums Limited $56,511.28 
Western Alberta Oils Limited 15,000.00 
Sheldon Burden of Canada Ltd. 2,500.00 74,011.28 


“These transactions arose out of the purchase of shares 
in two other companies engaged in oil development and in 
loans to these companies or to persons connected with their 
operations. They were held by the learned president to 
be in the nature of capital investment and, for that reason, 
- the claim to set off these losses was disallowed. 
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“It appears from the evidence that the appellant did 
not carry on the business of buying and selling oil shares 
or oil properties. They acquired shares and properties 
but there is no record of their having sold any. The only 
reasonable inference from the method of conducting their 
business was that their purpose was to acquire these prop- 
erties and to hold them with the hope that ultimately they 
might become producing wells, as was done by them in the 
case of the particular enterprise which resulted in profits. 
The real business of the company is, I think, aptly described 
in their return as ‘oil operators’. 


“The argument pressed most strongly by Mr. Patterson 
is that the transactions in the case of the losses were essen- 
tially of the same character as those in the profitable trans- 
actions and that if the profits were taxable in the one, 
losses in the others might properly be set off. He contended 
that the activities of the company were analogous to those 
of an insurance company which did marine, fire and life 
insurance and lost in one branch and made profits in the 
other, and it was held that the business of all should be 
read as one for the purpose of ascertaining taxable income. 


“It could not, I think, on the facts be successfully con- 
tended that the moneys invested in these shares and the 
loans made were not in their nature capital investments, 
and the only point that has caused me some difficulty is 
whether or not this capital investment could be considered 
as in the nature of circulating capital and not fixed. 


“The illustrations are those of manufacturers having 
purchased raw material and of merchants trading in goods 
which they got for resale, or loans made by a brewery 
company to its customers. In each of these cases capital 
moneys are used and yet losses were allowed. 


“In the present case the shares were not acquired to be 
turned over like a merchant’s stock of goods, but to be 
held with a view of future profit from development. The 
loans were not made for the purpose of furthering the day 
to day business of the company. For these reasons, I think 
the investments were in their nature of fixed and not of 
circulating capital. 


“The appeal should be dismissed with costs.” 
Justice Kerwin stated: “On the facts of this case, what 
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the appellant seeks to deduct from its admitted income is 
a loss of capital. That is prohibited by the provisions of 
section 6(b) of the Income War Tax Act. The appeal 
should be dismissed with costs.” 


Contributions To Non-profit Organizations 


Finance Minister Ilsley announced, in the House of 
Commons on 31st January, restrictions on the tax deduc- 
tions that would be allowed to corporations on account of 
contributions to non-profit organizations. His statement 
follows: 

“Evidence is developing that business concerns which 
are subject to tax at the 100 per cent rate on excess profits 
are being solicited to make unusually large contributions to 
various non-profit organizations. The activities of these 
organizations while in many cases not charitable in the 
ordinary sense of the word are nevertheless classed as such 
for tax purposes. These contributions up to a point are 
allowed as deductions from profits for the purpose of com- 
puting tax, and under a 100 per cent tax rate on excess 
profits the main burden of the gift obviously falls on the 
dominion treasury and ultimately on the taxpaying public 
generally rather than on the business concern making the 
contribution. 

“It is therefore the intention of the government in the 
forthcoming budget to recommend to the house a safe- 
guarding measure which will ensure that in the case of any 
contribution by a business concern, whether corporate or 
otherwise, to an organization classed as a charitable organi- 
zation which is subscribed after to-day, that is January 
31, 1944, the tax advantage in respect of such contribu- 
tion shall not be greater than that obtainable by a com- 
parable business concern which is not subject to tax at the 
100 per cent rate on excess profits. 

“For example, in the case of the ordinary commercial or 
industrial corporation the tax advantage in respect of 
such contribution will be limited to 40 per cent of such 
contribution, even if the corporation is subject to tax at 
the 100 per cent rate on its excess profits.” 
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Social Security and Full Employment 


(Report of a meeting of The Chartered Accountants’ Club of 
Ottawa, by Eric Fricker, C.A.) 
A‘ a meeting on November 10th, 1943, Dr. Leonard C. 

Marsh, Ph.D., M.A., B.Sc. (Econ.), addressed the club 
on the subject “Social Security and Full Employment”. 
The speaker began by making it clear that social security 
was not, nor was intended to be, a panacea to remove all 
sense of care and responsibility from the citizens covered. 
It is a rational scheme for pooling risks and pooling con- 
tributions against certain specific basic needs. Important 
units in a comprehensive scheme are benefits for unemploy- 
ment, sickness, permanent disability and old age, and chil- 
dren’s allowances. But the growing practice now is to 
distinguish two main branches: (a) The provision of med- 
ical care, and (b) income-maintenance benefits. The genius 
of the Beveridge approach is the co-ordination of all these 
units to provide a minimum against all major contingen- 
cies; and essentially it is a reaction against the gaps and 
anomalies created by a piecemeal approach, 

Not a Charity Scheme 

Beneficiaries under a social insurance system receive, 
not a dole on a charity basis, but a standard and objectively 
defined cash payment to assure the essentials of living, and 
the elimination of poverty in the most direct way. The 
great virtue of the insurance benefit is that it avoids the 
means test which damages self-respect and imparts the 
taint of charity. A minimum benefit, available to all who 
are properly qualified, will encourage interest in supple 
mentary saving and insurance rather than the reverse. The 
contributory part of the scheme is itself a compulsory sav- 
ing system. Its solvency, in effect, is underwritten by the 
nation as a whole. As Beveridge has pointed out on more 
than one occasion, one of the most important indirect re- 
sults is that it stimulates the government to an interest 
in constructive measures, particularly in (a) preventive 
medicine and public health, and (b) the stabilization of em- 
ployment. Advocates of social security legislation do not 
regard it as the only remedy for social ills, but as one of 
the basic means to establishing a social minimum. It does 
not obviate the necessity for policies on such matters as 
housing, nutrition and education. 
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A Problem of Distribution 


The argument is now frequently met that the proper 
approach to social security and to post-war reconstruction 
generally is to secure full employment; that concentration 
on this basic objective will make it unnecessary to worry 
about social security legislation, which is merely a second 
line of defence which we ought not to require. The half- 
truth in this statement can be very misleading. A prin- 
cipal fallacy is the failure to realize that, even with a high 
level of employment and earnings, the distribution of in- 
come is such that adequate protection cannot be met out 
of their own resources by a large proportion of Canadian 
families. If we succeed in maintaining stable employment, 
it will be all the more advantageous and easy to organize 
collective provision against such matters as old age, sick- 
ness, disability, widowhood, which are inevitable and con- 
tinuous contingencies in normal lives. If we fail to main- 
tain full employment, the cushion provided by a social in- 
surance system, both in terms of maintaining purchasing- 
power and of meeting personal needs, will be all the more 
necessary. 

It is true, of course, that a large-scale social security 
system would be under serious difficulties if we run into a 
major and protracted depression. But on such a hypo- 
thesis, almost every other post-war reconstruction measure 
would be in for a hazardous time. The obvious wisdom of 
the situation is to do everything possible to plan for inter- 
national collaboration, full employment measures at home 
and abroad, and the attainment of a social welfare mini- 
mum as well. The post-war period will not permit us the 
luxury of concentrating on only one thing at a time. We 
are forced to consider everything, and to work with six- 
track minds. 


Meaning of Full Employment 


Fundamentally, “full employment” means the mainten- 
ance of production for national output at a high level. In 
more practical terms it means seeking methods of organ- 
ization which will utilize all our resources for peacetime 
purposes as we have learned to utilize them for war. It 
will be much more difficult, partly because peacetime ob- 
jectives are much more diverse, partly because the econ- 
omics of the problem are far from being widely understood. 
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Incidentally, full employment does not necessarily mean the 
retention of everybody at their present job, or exactly the 
same number in gainful employment as at present. A great 
occupational transference is essential, and policies to assist 
it, on the part of both government and industry, will be 
put to the test immediately the war stops. 

Undoubtedly, the prime necessity for Canada is a degree 
of international collaboration which will proceed through 
immediate relief measures to economic rehabilitation and 
the raising of the productive standards of the war-torn and 
undeveloped parts of the world. It would be wrong to as- 
sume that we have merely a passive role in this field. One 
of the great differences between this war and the last is 
the widespread realization that the United Nations must 
achieve some constructive organization of the world econ- 
omy, no matter what political institutions have to be set 
up. Those who are interested in fundamental reconstruc- 
tion should give the keenest interest to such things as the 
Keynes, White and Canadian plans for currency stabiliza- 
tion and exchange clearance, and the report of the Interna. 
tional Conference on Food and Agriculture. 


Stabilization Measures 


Domestically, the greatest need is for education and in- 
formation on stabilization policies, both as applied to priv- 
ate industry and government budgeting. There is still a 
tendency to assume that private industry unaided will not 
merely attain present levels of employment and output 
for peacetime goods, but maintain a stable rate of physical 
investment and consumer goods marketing in the future. 
But all the history to date of the modern industrial system 
is that it is chronically characterized by booms and de- 
pressions. The new fiscal policy stresses two fields of ac- 
tion: (a) Long-term capital development programmes in 
industry (along lines which have been made familiar by 
the Lever Plan), and (b) the need for positive compensa- 
tory expenditure in government. investment programmes. 
The latter concept is practically a revolution from the old- 
fashioned one of retrenchment and minimum government 
expenditure—which actually prevailed in most countries 
after the last war. This time we have a better chance of 
success because we have avoided major inflation (although 
the danger has not yet passed), but there is still much to do 
in the fashioning of policy, and the organization of sound 
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programmes to which public expenditure and investment 
should be devoted. Incidentally, there is still room for sup- 
plementary aid through the banking system, i.e. through 
variation in interest rates and the availability of short- 
term credit. But this particular weapon of control is too 
clumsy, and often far too remote from the main causative 
factors. An important part of the technique is also a 
flexible system of taxation and loan flotation or conversion, 
particularly the reduction of taxation and extension of pub- 
lic borrowing when it is desired to stimulate industrial ac- 
tivity and employment, 


Public Projects 


An immediate and practical need is to broaden our 
ideas sufficiently on the nature of an adequate public in- 
vestment programme. Relief works of the unskilled-labour 
type are not merely unsatisfactory in themselves as em- 
ployment projects, but inadequate in scale and in their 
power to stimulate other investment and expenditure. The 
fields which offer the effects needed are those such as the 
development of electric power in backward areas, rural 
electrification, town planning, housing projects of all kinds, 
the conservation and better development of natural re- 
sources. Considerable preliminary planning, some research, 
and administrative flexibility will be required if this en- 
terprise in employment stabilization is to be successful. 
We shall have to be ready also to appraise the returns 
from some types of development in terms of general wel- 
fare rather than as profitable or commercial ventures con- 
sidered solely on a dollar-and-cents basis. 


Canada is not an easy country in which to implement 
the requirements of full employment policy by reason of 
its geographical extension, its sectional interest, and pre- 
judice against “government in business” and public ex- 
penditure generally. The need of prime importance is a 
Dominion-Provincial conference for the purpose of clarifica- 
tion of responsibility and powers. In any case there is 
great need for public education on the problems involved 
towards a solution which relies on a combination of public 
and private enterprise. In the United Kingdom there is 
more confidence in government, and a growing understand- 
ing that controls are essential for the disturbed conditions 
following the war, and that they can be operated demo- 
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cratically. In Canada the issues are still before us, largely 
unresolved. 

The speaker was introduced by Mr. W. H. Caulfield and 
after a very interesting discussion, Mr. R. Huxtable warmly 
thanked Dr. Marsh on behalf of the Club. 


Bad Debt Reserves 
By T. D. Blair, B. Com., M.C.I. 
(From The Credit Men’s Journal.) 


—— business has not strenuously objected to the 
high level of income and excess profit taxes imposed 
by our government. For no group is more conscious of 
the importance to Canada of a vigorous prosecution of 
the war effort; and no group, more willing to sacrifice 
to attain victory. However, there is legitimate cause for 
complaint against the present policy of our National 
Revenue Department which robs industry by taxation of 
legitimate and necessary reserves. 

The Department has conceived the idea that there is a 
new and lucrative source of tax revenue to be had through 
a forced reduction of the reserves necessarily maintained 
by corporations as a contingency against credit losses, and 
through the disallowing of provision out of income, neces- 
sary to maintain these reserves at a reasonable level. 

This policy has been adopted, and is being exploited 
with apparent disregard for sound business policy—and 
certainly with ignorance of the essential purpose of a bad 
debt reserve. 

The manner in which the National Revenue Depart- 
ment arrives at the figure allowable as a bad debt reserve 
is obscure. But cases have come to the writer’s attention 
where the disallowance by the Department of the total bad 
debt provision for the years 1940 and 1941 has reduced 
reserves to as low as one-third of the figure generally con- 
sidered as adequate protection for the business in question. 
In fact, so low that the entire reserve might easily be 
wiped out by a single medium-sized credit loss. Another 
eminently unfair feature of the policy is in disallowing in 
total, the bad debt provisions for the years 1940 and 1941 
regardless of the actual losses incurred in those years. This 
is apparently done if the reserve stands at a figure in ex- 
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cess of that considered adequate by the Department. Their 
standards for judging the adequacy of a reserve are not 
stated. The result of this procedure, is, of course, that 
reserves set up out of income realized in years previous 
to 1940 are now taxed at the considerably higher rates 
applicable to 1940 and 1941 income and profits. 


Ignorance of the purpose and necessity of a bad debt 
reserve is evidenced by the apparent policy of considering 
any bad debt appropriation as excessive, if it exceeds the 
actual realized losses for the year in which it was appropri- 
ated. This would be all.well and good if there were no 
such things as business cycles—fluctuations in business 
prosperity, from year to year. Under such ideal conditions, 
bad debt reserves would be unnecessary. Corporations 
could well dispense with reserves, and write off against 
profits each year, the actual value of losses incurred in that 
particular year. Unfortunately, however, such ideal con- 
ditions do not exist—never have—and in all probability, 
never will. Never, at least as long as we maintain an 
economic system even faintly resembling the present capital- 
istic one. Risk and fluctuation in business are imminent, 
and the organization that endeavours in a dynamic busi- 
ness world to exist from year to year, dissipating all profits 
in prosperous times, and failing to provide for less pros- 
perous years, will not long survive. It is committing busi- 
ness suicide. If our government will not recognize this 
truth in its taxation policy, and will not allow business to 
build up and maintain adequate reserves at the present timie, 
then Canadian business can look forward to hard years 
ahead. This is no prediction of a post-war depression. But 
a continuation of the policy under discussion will certainly 
assist in precipitating one. Post-war change, however, is 
inevitable, and it is the certainty of change rather than 
the prospects of depression that puts risk in business. This 
is what Canadian business must be allowed to prepare for. 

Credit losses in business are as certain as death and 
taxes. They are predictable with some degree of accuracy 
from past experience, and must be provided for on the 
basis of this experience over a period of years. This is 
sound business and accounting practice. It was recognized 
as such by the Income Tax Department before the days of 
high income and excess profit taxes, and should be so recog- 
nized now. 
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Admittedly credit losses are currently at a much lower 
level than in the years preceding the war. Accordingly, 
a reduction in the annual bad debt appropriation set aside 
by corporations, is in order. This is not, however, good 
cause for a forced reduction in the level of the reserves 
which have been established as necessary by past experi- 
ence. To say that it is, is to evidence a complete lack of 
understanding of the purpose of a reserve, which is to pro- 
vide for a future contingency. It is difficult enough for 
business to provide for the future under present taxation 
levels, but if legitimate reserves are to be appropriated as 
taxes, the financial standing of many a business will be im- 
paired to an extent that will render it incapable of weather- 
ing the certainly difficult years ahead. And to proceed 
on the assumption that difficult years are not ahead, is 
folly. 

It is the writer’s contention that the policy of the Na- 
tional Revenue Department in disallowing bad debt pro- 
visions, and in forcing reductions in Bad Debt Reserves, 
is not only definitely short sighted, but is a confiscatory 
policy, and should be revised without delay. It is the 
writer’s further contention that a continuation of the pres- 
ent policy coupled with the high taxation rates will result 
—when the next downward fluctuation in business activity 
comes, as it will, whether it is one year hence or five years 
hence—in the most abounding crop of failures that Cana- 
dian business has yet experienced. 


“HOW TO PREPARE YOUR INCOME TAX” 


The 1944 edition of the booklet “How to Prepare Your 
Income Tax”, by Lancelot J. Smith, C.A., has been published 
by Wm. Collins Sons & Co. Canada Ltd., 70 Bond St., 
Toronto, Ont. It consists of 80 pages, and is priced at 
50 cents per copy. It includes completed specimens of 
the forms, with explanations in the text, also a list of 
dividends paid by leading Canadian companies with applic- 
able depletion allowances. Personal corporations, and the 
excess profits tax on unincorporated businesses, are also 
covered. 
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Provincial News 
Alberta 


At a meeting of the Council of the Institute of 
Chartered Accountants of Alberta held on 5th February 
1944, the following resolution was passed unanimously: 
“That in recognition of conspicuous services rendered to 
the profession, Mr. H. G. Norman, president of The Domin- 
ion Association of Chartered Accountants, be admitted as 
a Fellow of this Institute.” 


The General Faculty Council of the University of Al- 
berta announces that the following are the successful 
candidates of the Institute of Chartered Accountants of 
Alberta in the December 1943 examinations: 

Primary—Earland Whitman Clarke, Joseph Faller, 
Robert Bruce MacKinnon, Jack Alfred Marles, Kenneth 
Frank Noton, David R. L. Thomas and Donald Kennedy 
Winton. 

Intermediate—Dorland H. Fowler, David Johnson Grier, 
Harry Wilfred Hutton, Harry F. Sced and William R. B. 
Stuart. 

Final—Elvin Arnold Christenson, Harold Francis Her- 
bert, John Babington MacMahon and William Lily Colville 
Wallace. 

Prizes—In the primary examination Joseph Faller was 
awarded the bronze medal for first class general standing. 
Dorland H. Fowler received the institute prize for the 
highest standing in the intermediate examination, and W. 
L. C. Wallace was awarded the Alberta gold medal for the 
highest standing in Alberta in the final examination. Mr. 
Wallace also won the silver medal awarded by the Dominion 
Association to the candidate obtaining second highest 
marks in the Dominion. 


British Columbia 


Mr. David H. Sheppard, C.A., was appointed inspector 
of income tax at Vancouver on Ist February, succeeding 
Mr. Norman Lee, retired. Mr. Sheppard is a graduate in 
accounting of the University of Saskatchewan and was a 
member of the Institute of Chartered Accountants in that 
province before transferring to British Columbia. Since 
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moving to British Columbia, he has taken a keen interest 
in the work of the Institute, especially the training of 
students, and has been a member of the Council for the past 
two years. His experience in the income tax office in Van- 
couver since 1931 should fit him well for his new post. 
For some time past, he has ranked as a senior corporation 
assessor. His appointment has been generally well re- 
ceived by the profession and taxpayers, all being well 
pleased that the commissioner has had the courage to 
make an appointment devoid of any suggestion of political 
influence. 


The Institute of Chartered Accountants of British 
Columbia announces that the following are the successful 
candidates in the December 1943 examinations: 

Final—R. J. Casson (first), and G. W. Carlisle (second). 

Supplementals—F. J. Holden, S. S. McLaren, W. T. 
Powers and F. J. Vulliamy. 

Granted Supplemental—E. K. Jackson. 

Intermediate—H. G. Selby-Hele (first), J. F. Lacey 
(second), J. S. Burridge, G. D. Davies, M. E. Kennedy, T. 
A. Lamb and D. M. Walker. 


Manitoba 

The Institute of Chartered Accountants of Manitoba 
announces that the following are the successful candidates 
of the Institute in the uniform examinations of December 
1943, set throughout the Dominion by a joint committee 
consisting of representatives of the provincial institutes 
of chartered accountants. 

Final—Complete Pass: Alexander Edson Boyd, John 
Wilmot Corbett, Clarence Sidney Nicholl and G. Norman 
Wildgoose. Pass in Auditing only, James S. Newbold. 

Alexander Edson Boyd ranked highest amongst Mani- 
toba candidates and was awarded the Institute prize of 
$100. 

Intermediate—Gestur Brandson, Acton Henry Chalu, 
Ernest Herbert Hallatt, Thomas Brown Milne, William 
John Scott Morrison, Charles Randall Peirson, and David 
Diplock Thomas. 

Acton Henry Chalu, who secured first place amongst 
the Manitoba candidates, was awarded the W. A. Henderson 
silver medal and a scholarship of the value of $50. 
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New Brunswick 


The New Brunswick Institute of Chartered Accountants 
announces that the following are the successful candidates 
in the December 1943 examinations: 

Primary—W. Noble Coleman and John M. Killorn. 

Intermediate—William McNichol. 


Nova Scotia 


The following is a list of the successful candidates in 
the December 1943 examinations. 

Primary—aA. C. L. Hudson, S. E. Jefferson, H. V. Kelly 
and A. J. Reynolds. 

Intermediate—Ralph Davis, J. H. Conrad, J. D. Mathe- 
son and S. S. MacIntosh. 

Final—H. B. Robertson. 


Ontario 


The Council of The Institute of Chartered Accountants 
of Ontario announces the following results of the three 
examinations held in December last. The examinations 
in the subjects of accounting and auditing of the inter- 
mediate and final examinations were again written simul- 
taneously throughout the Dominion and were uniform in 
character. Mr. N. D. H. Evans of Toronto won the silver 
medal in the intermediate examination for the highest 
marks in that examination across the Dominion and was 
also awarded the first prize for the highest marks in On- 
tario. 

The prize winners are as follows: 

Primary—First prize, Miss A. C. Ratney, Toronto; sec- 
ond prize, R. C. Reed, Toronto. 

Intermediate—First prize, N. D. H. Evans, Toronto; 
second prize, M. Y. Katz, Toronto. 

Final—Institute gold medal, W. J. Bushnell, Toronto; 
George Edwards prize, M. S. Greer, Ottawa; W. T. Kerna- 
han prize, Jose L. Newman, Toronto; E. R. C. Clarkson 
gold medal, John Spurway, Windsor. 

The prizes and diplomas will be presented at the annual 
mid-winter dinner to be held at the Royal York Hotel, 
Toronto, on the evening of March 3rd next. 

Following is a complete list of the successful candi- 
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Primary—Mrs. F. G. Adams, Miss H. Archer, J. O. 
Arnold, R. G. Aston, E. M. Auger, C. G. Banghart, Miss 
L. M. Bell, C. O. Boyce, A. J. Bohnen, T. F. Bragg, E. G. 
Burnside, S. P. Cash, H. D. Counter, Miss W. E. Dafoe, 
J. M. Dooley, J. A. Downey, D. W. Epplett, G. E. Evans, 
G. H. Ferris, H. Gedansky, Miss E. Harding, M. Harris, 
N. B. Heffernan, J. A. Horwitz, F. F. Howarth, Miss L. M. 
Kennedy, D. A. Macdonald, Miss G. E. MacKillican, N. B. 
Mathewson, A. E. A. Merkel, R. P. Morris, J. A. Muir, Miss 
G. Mulcahy, C. S. McLaren, N. P. Ovenden, G. N. C. Pat- 
terson, A. E. Payne, Miss A. C. Ratney, R. C. Reed, G. W. 
Riehl, D. G. Rigby, D. W. Rushforth, D. G. Scott, Miss M. 
R. Seaton, J. H. Sheard, Miss M. L. Shier, J. W. Sinclair, 
J. C. Smith, A. T. Sorrell, N. M. Watt, J. A. Wilkins, E. D. 
Wood, R. G. Woods. 

Intermediate—C. J. Bailey, P. T. Barnes, G. R. Boyer, 
G. E. Browning, K. R. Church, J. M. Cumming, A. F. Davis, 
F. L. DeGuerre, J. W. M. Dixon, L. H. Dixon, W. K. Doug- 
las, J. A. Durfey, W. A. Dyer, N. D. H. Evans, N. Freeman, 
J. Gluskin, J. H. Gilbert, H. Hacker, H. L. Howe, H. Johns- 
ton, M. Y. Katz, J. G. Lever, D. R. MacKay, Geo. Moller, 
T. M. Plewes, J. P. Robertson, A. J. Saunders, S. R. Scott, 
N. F. Sherwood, W. J. Snowball, L. Soberman, A. L. Stares, 
F. L. Taylor, Miss M. E. Taylor, R. van Tulleken, J. E. 
Young, D. S. Zimmerman. 

Final—The following, having passed the respective 
examinations and completed the Institute’s requirements 
regarding service and instruction, have now been elected 
to membership by the Council: C. Abrams, J. G. Arthur, 
D. M. Beattie, J. T. Bowles, W. J. Bushnell, A. Campbell, 
D. S. Chant, J. E. Cunningham, S. Garten, J. W. Glendin- 
ning, M. S. Greer, C. H. Hunt, J. S. Lang, I. G. Milne, D. 
T. Myers, R. T. McGraw, H. S. McLellan, N. A. McRae, J. 
L. Newman, W. Omand, G. H. Richmond, J. G. Sheldrick, 
J. Spurway, J. J. Stone, C. R. Welch, G. R. Wildblood, R. 
W. Williamson. 

In addition E. B. Daubney of Windsor and J. E. Smyth 
' of Toronto passed all the papers of the final examination 
and upon completion of the required service and instruction 
will be eligible for election to membership. 

Supplemental Examinations—The following passed in 
all but the subjects indicated in the final examination and 
have been granted supplemental examinations therein: 
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Accounting 4 papers: W. Brody, M. Cassels, A. Colman, 
A. A. Conlin, H. E. Davison, R. M. Hodgins, H. R. Holmes, 
A. J. Horning also Economics, W. J. Hudson, C. R. Jolly, 
W. E. Kennedy, O. T. L’Esperance, J. A. Partridge also 
Economics, A. L. Pettit, J. T. Sherbarth also Economics, 
A. Shulman, A. M. Thornhill, J. C. Tinkham; Accounting 
1 & 2: J. H. Kew; Accounting 1 & 3: J. Ages, W. H. Luton; 
Accounting 1 & 4: W. J. H. Coggins; Accounting 2 & 3 & 
Economics: J. H. Ewart; Accounting 2 & 4: M. S. Rich- 
man; Auditing: R. E. A. Lindsey, E. W. Pyatt, D. S. Sykes; 
Economics: W. I. Cochrane, J. Duncanson, M. M. Robertson, 
C. F. Wilson. 


Quebec 


The Society of Chartered Accountants of the Province 
of Quebec announces that the following students have 
passed the December 1943 qualifying examinations for ad- 
mission to the Society: P. Berman, K. J. Bielby, J. Brooks, 
R. Bussiere, A. Chodos, G. Deslierres, J. R. Fraser, G. 
Gourdeau, A. Green, L. A. Haber, R. P. Harrison, E. L. 
Jones, F. Knowles, G. Lapointe, V. Larochelle, G. Larose, 
W. A. Lyster, J. Marien, H. Pesner, J. Poirier, A. C. Rooney, 
C. Schneiderman, J. G. Schwartz and M. A. Yale. 

Winners of Quebec War Memorial Prizes: J. G. 
Schwartz, first prize, G. Larose, a graduate of L’Ecole 
Superieure de Commerce de Quebec, second prize. 

Winner of Dominion Association Gold Medal: J. G. 
Schwartz, who obtained highest marks in Canada in the 
examinations of the Provincial Institutes. 

Granted supplemental examinations: L. Bernier, M. 
Bilodeau, R. Chalifour, J. S. Chodos, L. Cloutier, R. Dumas, 
M. Forest, H. Lavoie, F. Leblanc, J. Mireault, B. Morency, 
E. Morissette, Miss H. Orbane, M. Richler, G. A. Roussin, 
J. J. Rufiange, J. W. Simpson, W. Sweeney, J. M. E. Til- 
desley and R. Wilson. 

Intermediate: The following were successful in passing 
the Intermediate Examinations of the Provincial Institutes: 
A. L. Bell, M. De Coster, O. De Ladurantaye, M. Dubin, 
H. W. Gillman, J. T. Kearney, A. F. Knowles, S. Kwiat, 
P. A. Lachance, C. Legare, J. E. Munro, D. J. Nicol, Y. 
Normandeau, F. J. Phendler, J. A. Reekie, H. Reich, H. 
Rosenzveig, B. S. Schlossberg, H. Schwartzbein, I. Shein- 
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man, Miss E. Smart, D. Weinstein, C. F. Wellstead and 
E. M. Wentworth. 

Saul Kwiat, who obtained highest marks in Quebec, 
is the winner of the War Memorial Prize. 


Personals 


C. N. Knowles, chartered accountant, announces that 
he has admitted to partnership H. D. Poole, chartered 
accountant, and that they will practise their profession 
under the name of C. N. Knowles and Company, 231 St. 
James Street West, Montreal. 


Edward Tighe and R. Donald Pearson, members of the 
Society of Chartered Accountants of the Province of 
Quebec, announce that they have entered into partnership 
for the practice of their profession under the firm name 
of Tighe, Pearson & Co., chartered accountants, with offices 
at the Canadian Bank of Commerce Building, 1414 Cres- 
cent Street, Montreal, Que. 


William Dowie, chartered accountant, announces the ad- 
mission to partnership of George H. Richmond, chartered 
accountant, for the practice of their profession which will 
be continued under the firm name of William Dowie and 
Company, chartered accountants, with office at 28 James 
Street South, Hamilton, Ontario. 


McCannel Bros. & Co., chartered accountants, Edmon- 
ton, Alberta, announce the admission to partnership of 
Gilbert E. Gee, who had been associated with their firm 
for several years, and latterly with the Dominion Income 
Tax Department and with Ismay, Boiston, Holden & Co., 
Victoria. 


Jule Newman, chartered accountant, announces the ad- 
mittance into partnership of his brother, Jose L. Newman, 
chartered accountant, under the firm name of Newman & 
Newman, Suite 901-2, 156 Yonge Street, Toronto. 
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Obituaries 
The Late Forrest Russell McCutcheon 


The Institute of Chartered Accountants of Ontario re- 
grets to announce the death of Forrest Russell McCutcheon 
in his thirty-sixth year on January 22nd, 1943 at Toronto. 

Born and educated in Kitchener, Ontario, Mr. Mc- 
Cutcheon came to Toronto in 1924 and was associated with 
the firm of Rutherford Williamson & Company continuously 
from that date. In 1931 he passed his final examinations 
and subsequently specialized in bankruptcy and taxation 
work and was for many years a licensed trustee. 

The Institute extends to his mother and his brother, 
who is now overseas, its sincere sympathy. 


The Late Harry William Steele 


The Institute of Chartered Accountants of Ontario re- 
grets to announce the death of Harry William Steele on 
January 18th, 1944 at Saint John, New Brunswick, in his 
55th year. i 

Born in Aberdeen, Scotland, Mr. Steele qualified as a 
chartered accountant through the Glasgow Society in 
1911. After the last war, during which he enlisted in the 
infantry, he was employed with the Economics Council 
for Reparations and the British Ministry of Pensions. Mr. 
Steele came to Canada in 1928 and in 1929 went into 
partnership with A. Murray Milne of Ottawa under the 
name of Milne, Steele & Company, retiring in 1941 on ac- 
count of ill health. 

To his widow, son and daughter the Institute offers 


sincere sympathy. 
The Late Alastair Aikenhead Gowan 


The President and Council of the Society of Chartered 
Accountants of the Province of Quebec regret to announce 
the sudden death of Alastair Aikenhead Gowan on 9th 
February 1944 after a brief illness. 

Mr. Gowan was a member of the Society since 1919. 
For many years a member of Council, he was elected 
president in 1929. During his term of office he represented 
the Society at the International Conference of Accountants 
in New York. The work of the Council keenly interested 
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him and he endeavoured always to promote the interests 
of the Society. As a member of the committee on educa- 
tion he helped to negotiate the first agreements with the 
universities regarding the tuition of students. From that 
time he took a particular interest in the education of 
students. 

Born in Edinburgh, Scotland, in 1888 Mr. Gowan was 
educated at George Watson’s College there. He was proud 
of being a Watsonian. After leaving school he was ap- 
prenticed to the well known Edinburgh firm of Barstow & 
Millar, chartered accountants. Completing his apprentice- 
ship, he passed his final examination with distinction and 
was admitted a member of the Society of Accountants in 
Edinburgh in 1913. He came to Canada in that year asso- 
ciating himself with the firm of George A. Touche & Co., 
with whom he remained till 1933. In that year he joined 
the firm of Riddell, Stead, Graham & Hutchison, of which 
firm he was a partner at his death. 

From his youth Mr. Gowan was a believer in military 
service and when the Great War came he joined the Im- 
perial forces and served with them in France. He was 
wounded and mentioned in dispatches for bravery. 

His professional appointments testified to the esteem in 
which he was held as an accountant. His opinion was 
often sought, as the soundness of his judgment was recog- 
nized. In turn he valued soundness and accuracy in others. 
Good work, he used to say, was never helped by rash 
statements founded on hearsay evidence. Mr. Gowan was 
a man of simple and unassuming manner, kind and gen- 
erous and a loyal friend. In the best sense of the word he 
was a gentleman. 

To his widow and his brother and sister the Society 
offers sincere sympathy. 
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R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


Once more, on behalf of all our readers, we offer 
hearty congratulations to those who were successful in the 
recent examinations of the provincial Institutes, and our 
sympathy to those who had worked hard in preparation for 
the examinations but failed to pass. Especially we con- 
gratulate two classes of candidates, first, the men whose 
careers have been interrupted by service in the forces but 
who have persevered under great difficulties to fit and 
present themselves for their professional examinations, 
secondly, the numerous young women who have set their 
feet on the first rungs of the professional ladder and who 
promise to give the men cause to look to their masculine 


laurels. 
ae a * 

The story about Thelma Cash and Petty Cash repro- 
duced in last month’s issue may serve as a reminder that 
if a negotiable instrument is drawn payable to a fictitious 
person or non-existing person, it is payable to bearer and 
negotiable by delivery without endorsement. The rule is 
clear enough but the courts have succeeded by a succession 
of cases, beginning with Bank of England v. Vagliano 
Bros., in complicating the question of who or what is a 
fictitious payee. Obviously an instrument drawn payable 
to “Petty Cash” or to “Wages” is payable to a non-existent 
person because a thing is not a person. But in the case 
mentioned the House of Lords held that even if the name 
of the payee to a bill is that of an existing person, yet if 
the drawer never intended that payment should be made 
to that person, the bill is payable to a fictitious person and 
so payable to bearer without endorsement. On the other 
hand the House of Lords found in Clutton and Co. V. 
Attenborough that a fictitious or non-existent payee is not 
the less fictitious or non-existent because at the time of 
drawing the bill the drawer supposed him to be a real 


person. 
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It is, of course, in connection with forged endorsements 
that these decisions are of importance. If a payee be fic- 
titious within the meaning of these decisions then though a 
bill be apparently an order bill it is actually payable to 
bearer and the property in it passes by delivery. A forged 
endorsement on such a bill is therefore not a defence against 
a holder who is ‘in due course’. 

a * * 

We can make no claim to reading Hansard as regularly 
or as avidly as we read our morning paper, but we do on 
occasion turn to its pages when we have a particular in- 
terest in a topic under discussion and want to know what 
was actually said, what were the alleged or admitted facts 
and so forth. On such an occasion we prefer the original 
source to the condensed version presented by some news- 
paper commentator whose guiding principle must be 
preservation of the reader’s interest rather than the edu- 
cation of the reader. We therefore wish well to the newly 
organized “Canadian Friends of Hansard’’, a society whose 
aim is to promote interest in and extend the reading of 
Hansard, and whose honorary treasurer is Professor C. A. 
Ashley, a member of our own profession. 

ae * cd 


STUDENTS’ ASSOCIATION NOTES 
ONTARIO 

The Chartered Accountants Students’ Association of 
Ontario regrets to announce that Lieut. Kenner Arrell is 
reported to have died of wounds in action in Italy on De- 
cember 27th or 28th, 1943. 

Lieut. Arrell was a student with Clarkson, Gordon, Dil- 
worth & Nash, Toronto, and wrote his intermediate exam- 
ination in December 1941. He won the first prize for the 
highest standing in this examination in Ontario. In June 
1942 he enlisted with the Queen’s Own Regiment and trans- 
ferred to the 48th Highlanders after going overseas. He 
was only 24 years of age. 

To his parents and brothers, one of whom is at present 
overseas, the Association offers sincere sympathy. 


QUEBEC 
The Preparation and Presentation of a Brief 
On January 14th and 28th members of the Chartered 
Accountants Students’ Society of the Province of Quebec 
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and their friends had the pleasure of hearing two lectures 
delivered by Mr. E. C. Leetham, C.A., on the subject “The 
Preparation and Presentation of a Brief before the Board 
of Referees”. All who attended expressed their apprecia- 
tion of these lectures, the first of which appeared in THE 
CANADIAN CHARTERED ACCOUNTANT for February, 1944, 
and the second in this issue. 

As a sequel to these lectures, on February 4th a mock 
hearing of three briefs was held before a “Board of Ref- 
erees” duly constituted for the occasion, consisting of Mr. 
Leetham, C.A., chairman, Ian Fleming, C.A., and C. Usher, 
C.A. Briefs were presented by John Lewis, C.A., Frank 
Capon, C.A., and A. W. Hamilton, C.A. The actual condi- 
tions surrounding the hearing of a brief in practice were 
recreated as nearly as possible and in connection therewith 
very able assistance and advice was generously given by 
Mr. Gilbert Marrotte, C.A., of the Income Tax Department, 
Board of Referees Division. 

This event proved of great interest and was very in- 
structive to students and also to chartered accountants who 
had not had the opportunity of seeing the manner in which 
actual briefs are heard by the Board of Referees. 


Chartered Accountant Students Win 

The annual dinner and students’ night of the Cost and 
Management Institute, Montreal Chapter, was held at the 
Mount Stephen Club, 11th February. One of the after 
dinner features was a question and answer contest with 
three teams participating, representing the Chartered Ac- 
countants Students’ Society of the Province of Quebec, the 
Cost and Management students, and McGill University 
fourth year commerce students, each team consisting of 
six members. 

Highest score was won by the chartered accountants 
students—Miss H. Orbane, John A. MacDonald (captain), 
Joseph G. Schwartz, Fred Knowles, Maurice Brain and 
Auguste Maltais. 

Team scores were: Chartered Accountants 6714, Cost 
and Management 5714, and McGill University 4714. Ques- 
tions dealt with general accounting, cost accounting, econ- 
omics, industrial management and a true or false quiz on 
general topics. 
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PROBLEMS AND SOLUTIONS 
THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the several provincial institutes and represent the personal 
views and opinions of those members. They are designed not as models 
for submission to the examiner but rather as such discussion and 
explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM 
FINAL EXAMINATION, DECEMBER 1943 
Accounting II, Question 1 (35 marks) 

Stretcho Limited manufactures a type of cotton belting using 
cotton yarn (or thread) as the raw material. The concern produces 
only one quality, but in two widths—30 inches and 60 inches. One 
yard of the 30-inch material contains 2.7 lbs. of cotton thread, while 
the 60-inch product contains twice as much. There is some loss in 
the process, to the extent that only 90% of the raw material put into 
the process is actually contained in the finished product. The waste 
material is sold. 

Workers engaged in the actual manufacturing process are com- 
pensated on a piece-work basis—20c per yard for the narrow material 
and double that rate for the wide. 

The Balance Sheet of the concern at 3lst December 1942 was: 

STRETCHO LIMITED 
BALANCE SHEET 
As at 31st December 1942 
Assets. 
Cash at bank 
Accounts receivable 
Inventories: 
Raw material—82,000 lbs. at 27c 
Finished goods—30 inch—7000 yds. ............ 
60 inch—6000 “ 
Factory supplies 
$101,280 
Plant and equipment ; 
Less Reserve for depreciation 
47,500 
Deferred charges: 
Insurance premiums on policies expiring 30th 
June 1944 1,350 


$150,130 


Accounts payable 
Bank loan 
Accrued payroll 
Provision for income and excess profits taxes 
$ 47,160 
Capital stock: 
8,000 shares of $10 each 
Surplus account 
102,970 


$150,130 
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The following information is also supplied: 


(1) The company has material on order for delivery as follows: 
38,000 lbs. in January @ 28c per Ib. 
26,000 “ February @ 29c “ “ 
15,000 March @ 30c 
24.000 April @ 32c 
32,000 May @ 30c 
35,000 June @ 3l1c 
Invoices for material are payable in the month following delivery. 


(2) Production is expected to be fairly constant at 5,000 yds. of nar- 
row and 4,000 yds of wide material per month. Raw material 
is to be charged to production on a first in first out basis. 


(3) Sales are expected to be: 


Narrow Wide 
January 6,000 yds. 


@ $1.40 3,600 yds. @ $3.00 
February 5,800 @ 1.50 4,500 “ @ 2.80 
March 4,600 @ 1.50 3,800 “ @ 2.90 
April 6,200 @ 1.40 4,000 “ @ 3.00 
May 5,600 @ 1.50 5,000 “ @ 3.00 
June 5,000 1.60 4500 “ @ 3.00 


(4) Collections: 50% of the sales in any month are usually collected 
in the month following; 30% in the month after that and the 
balance in the third month. The accounts receivable at 31st 
December consist of December sales $22,800; the balance of No- 
vember $8,400 and October $4,400. 


(5) Overhead is estimated at $2,320 per month made up: 
Indirect labour 
Power, fuel, etc. 
Factory supplies 
Rent, taxes, etc. 
Selling and administrative expenses 
Depreciation should be taken at 10% per annum. 


(6) It is expected that factory supplies will be purchased as follows: 
January $100 February Nil March $560 
April 300 May $100 June Nil 


(7) The accounts payable at 3lst December are all due in January. 
The, taxes will be paid by monthly instalments, the final one due 
in June. Banking accommodation is restricted to $25,000 unless 
further arrangements are made. 


(8) The waste material for the 6 months is expected to be sold for 
$1,070—$500 in April and $570 in June. 


(9) Work in process and income and excess profits taxes may be 
ignored. 


(10) A dividend of 20%, i.e. $16,000, will be paid in April. 


Required: 
You are required to prepare: 
(a) A pro forma operating statement for the period 1st January 
to 30th June 1943. 
(b) A pro forma balance sheet at the latter date. 
(c) A monthly cash budget for the 6 months January to June. 
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SUGGESTED SOLUTION 
(a) STRETCHO LIMITED 
Budgeted Operating Statement 
for the Period 1st January to 30th June 1943 
30” wide 60” wide 
Item ks Value Yds. Value 
$49,080 25,400 $74,920 


Cost of Sales 
Inventory—ist Jan. 1943 .. 7,000 7,700 6,000 13,200 
Cost of Production 30,000 36,000 24,000 57,600 


37,000 43,700 30,000 70,800 
Inventory—30th June 1943 3,800 4,560 4,600 11,040 


Net Cost 39,140 25,400 59,760 


Gross Profit $ 9,940 15,160 
9,940 


25,100 
Less Selling & Administrative Expenses 6 x 1000 - 6,000 


$19,100 


(b) STRETCHO LIMITED 
Budgeted Balance Sheet 30th June 1943 


ASSETS 
‘ro 
Accounts receivable 
Inventories—Raw material 
Finished goods 0 
Factory supplies x 780 $ 86,850 


Plant and equipment , 
Less: Reserve for depreciation . 22,430 44,170 


Deferred charges: 
Insurance 900 


$131,920 


SSS 
Accounts payable ,850 
Bank loan *15,000 $ 25,850 


Capital Stock: 
8000 shares of $10 each 80,000 
Surplus Account 
Balance—lst January 1943 $22,970 
Profit for period 1st January to 
30th June 1943 19,100 


42,070 
Less: Dividend paid 16,000 26,070 106,070 


$131,920 


*Surplus cash may or may not have been used to reduce the 
Bank Loan. 
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SUPPLEMENTARY WORKINGS 
Raw MATERIALS ACCOUNT 


Receipts Issues 


Unit Unit 
Quantity Price Amount Date Quantity Price Amount 
(cents) $ (cents $ 


22,140 
10,640 
7,540 
4,500 
7,680 
9,600 
10,850 


17,000 


234,000 
June 30 .. 18,000 


252,000 $72,950 252,000 


. 18,000 $ 5,580 


Factory SUPPLIES 
Consumed 


June 30 Inventory 


July 1 Balance 


MANUFACTURING ACCOUNT 


Raw material Waste 
(234,000 Ibs.) (23,400 lbs.) 
Labour Cost of production 93,600 
30,000 yds. @ 20c 
24,000 yds. @ 
Overhead except selling 
and administration 6 x 
1320.00 
Depreciation 
10% p.a. on $66,600 for 6 
months 
Insurance 
1/3 of 1350 


$94,670 $94,670 
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Production—Narrow 6 x 5000 30,000 yards 
—Wide 6 x 4000: equivalent to 48,000 


78,000 yards 


Cost per yard (Narrow) $1.20 


SUMMARY OF BUDGETED SALES 


30” Wide 60” Wide 

Unit Unit 
Yds. Price Price Value TOTAL 
. 6,000 $1.40 $3.00 $10,800 $ 19,200 
ree 1.50 2.80 12,600 21,300 
. 4,600 1.50 2.90 11,020 17,920 
1.40 3.00 12,000 20,680 
1.50 3.00 15,000 23,400 
1.60 3.00 13,500 21,500 


$124,000 


ACCOUNTS RECEIVABLE 


1942 1943 
Dec. Jan. 
1943 Feb. 
Jan. Mar. 
Feb. Apr. 
Mar. May 
Apr. June 


May en 
June 122,264 


Balance—30th June .... 37,336 


$159,600 


1943 
July 1 Balance 


SUPPLEMENTARY NOTES: 

(1) The question does not ask for operating statements by months 
and therefore a candidate who made the mistake of preparing these 
would be spending much time to no purpose. 

(2) The calculation of the unit cost of each of the two widths 
of belting does not necessitate the separate apportionment of each 
item of manufacturing cost. It involves merely the division of the 
total manufacturing cost for the period by the total output of the 
period expressed in terms of the narrow belting (ie., treating one 
yard of wide belting as the equivalent of two yards of narrow belt- 
ing). The result is the cost of a yard of narrow belting. This is 
multiplied by two to get the cost of a yard of wide belting. 

(3) The waste material is a by-product. The cost of raw material 
used in the production of the main product is the total cost of raw 
materials put into process less the proceeds of sale of waste. Any 
candidate who made the mistake of treating the proceeds of sale of 
waste as “other income” or of adding them to sales of belting would 
find himself involved in long, tortuous calculations of decimal places 
for unit costs, whereas the figures of the problem give a unit cost of 
$1.20 exactly. 
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